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Intent test grows as determinant of thin 


incorporation safety; recent cases guide 


by JACK SIDNEY MORRIS 


In the aftermath of the Gooding case, which marked the end of the era in which 


courts applied a mathematical ratio test, the courts have been developing a test 


of adequate capitalization based on the intention of the parties to create debt. 


Mr. Morris analyzes these cases and concludes his survey with a discussion of the 


procedures the practitioner should follow to create a clear record of intention. 


Phe THE POINT of view of a share- 
holder, the principal advantage of a 
thin incorporation is that it permits tax- 
free return of principal. A secondary 
advantage to the shareholder is the abil- 
ity to claim a bad debt deduction in the 
event the venture fails. This will usually 
have only a limited value (as a short- 
term capital loss) because in most cases 
it will be a non-business bad debt. To 
the corporation, the principal advantage 
of thin incorporation is the deduction 
for interest paid or accrued, which 
eliminates the double tax on corporate 
profits. 

Another possible advantage to the 
corporation is a defense to the unreason- 
able accumulations surtax. The reason- 
ing is that the corporation, burdened 
with heavy debts, has justification for 
accumulating earnings. This is not con- 
clusive, and was actually rejected in 
Smoot Sand & Gravel Corporation.1 

The thin incorporation problem is 
significant whenever the classification of 
the investment as stock or debt is im- 
portant. Thus the question may involve 
the worthlessness of a debt,2 a distribu- 
tion with respect to stock,? a redemption 
of stock,* or an exchange for stock or 
securities or other property.5 


Gooding Amusement 


The Gooding Amusement Co. case,® 
involving a 1:1 ratio, is significant be- 
cause the court nevertheless held against 
the taxpayer, thus exploding the widely 
held belief that a debt-equity ratio of 
4:1 or less was safe. The case involved 





a family partnership in which Gooding 
had a four-sevenths interest, his wife, 
two-sevenths and an infant daughter, 
one-seventh. Net partnership assets of 
$281,000 were transferred to a corpora- 
tion which Gooding caused to be or- 
ganized. The three partners received 
corporate shares and notes in proportion 
partnership interests. The 
shares, of no par value, had a stated 
value of $49,000 and the notes were 
in the aggregate amount of $232,000. 
There was no identification of the part- 
nership assets delivered for stock and 
those for notes. Taking into account the 
partnership goodwill, the 
corporation actually had a debt-equity 
ratio of 1:1. The corporation made only 
small payments on the notes held by 
the taxpayers who did not attempt to 
enforce their rights. 

In arriving at its decision the 
Court said: 

“There is nothing reprehensible in 
casting transactions in 
fashion as to produce the least tax. The 
courts have reaffirmed this view. .. . On 
the other hand, tax avoidance will not 
be permitted if the transaction or re- 
lationship on which the avoidance de- 
pends is a ‘sham’ or lacks genuineness. 
The concept that substance shall pre- 
vail over form has likewise been enumer- 
ated in numerous cases. .. . 

“In the light of the above considera- 
tions, the courts have undertaken to 
deal with the kind of question presently 
before us. In deciding each of these 
cases on the basis of its own peculiar 


to their 


transfer of 


Tax 


one’s such a 


facts, the courts have been careful not 
to lay down any all-embracing rule of 
general application. Instead they have 
invoked and relied upon certain cri- 
teria, none of which is, by itself, de- 
terminative of the ultimate fact ques- 
BOM, oss 

“The most significant aspect of the 
instant case, in our view, is the com- 
plete identity of interest between and 
among the three noteholders, coupled 
with their control of the corporation. 
. . . It is, in our opinion, unreasonable 
to ascribe to the husband petitioner, 
F. E. Gooding, an intention at the time 
of the issuance of the notes ever to 
enforce payment of his notes, especially 
if to do so would either impair the 
credit rating of the corporation, cause 
it to borrow from other sources the 
funds necessary to meet the payments, or 
bring about its dissolution. . . . 

“But the ‘thin capitalization’ factor is 
only one of the indicia from which the 
presence or absence of a debtor-creditor 
relationship may be determined. We do 
not consider it decisive of the present 
issue.” 

“Thus, we find no substantial merit 
in the arguments advanced by peti- 
tioner in support of his contention that 
nontax considerations were the signifi- 
cant factors in the decision to take short- 
term judgment notes, in addition to 
stock, in the newly formed petitioner 
corporation. What remains, therefore, 
is the stark fact that the only substantial 
purpose motivating the transaction was 
one of tax avoidance.”’7 

In affirming the Tax Court, the Sixth 
Circuit, in a two to one opinion, stated 
that the decisive factor was “the real 
intention of the parties,” to be deter- 
mined by the trial court. The court, af- 
ter citing two groups of cases, one group 
holding the distributions in question to 
be dividends and the other holding them 
to be interest, said: ; 

“A study of the foregoing authorities 
impels the thought that no rule of 
thumb may be derived by them, but 
that each particular case must be ad- 
judicated upon its own facts. The same 
underlying principles are recognized in 
the foregoing authorities, irrespective of 
the divergent results reached. It is ob- 
vious that the correct application of the 
fundamental principles is often diff- 
cult.”8 

While some have taken the position 
that the Gooding case announces a new 
test, as it were, of “identity of interest” 


between the noteholders, because the 
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Tax Court stated that the “most signifi- 
cant aspect ... was the complete iden- 
tity of interest between and among the 
three noteholders,”® others have ex- 
pressed the view that the significance 
of the case is in the subordination of 
the Goodings’ notes to other claims. 
It seems quite clear from the opinion 
of the Sixth Circuit and from subsequent 
Tax Court decisions that the test, if 
indeed there is one (and there appears 
to be no single test or standard), is the 
real intention of the parties. Thus, we 
seem to find a virtually complete cycle. 
The rationale of the courts has returned, 
in essence, to that obtaining before 
1946. One major distinction between 
Gooding and the cases prior to 1946 is 
that the notes in the Gooding case were 
in proper form in that they provided 
for payment, at fixed maturities, with 
specified interest. 


Kelley case 


During the period prior to 1946, the 
courts concentrated on finding the real 
intention of the parties.1° To arrive 
at the intention the courts usually con- 
sidered such matters as variable interest 
payments, variable principal payments, 
subordination clauses, denial of voting 
rights, etc. Perhaps this era can best 
be summarized in the following quota- 
tion from the Tax Court case of John 
Kelley Co.11 

“The determining factors are usually 
listed as the name given to the certifi- 
cates, the presence or absence of ma- 
turity date, the source of the payments, 
the right to enforce the payment of 
principal and interest, participation in 
management, status equal to or inferior 
to that of regular corporate creditors, 
and intent of the parties.” 

In the pre-1946 period little atten- 
tion was paid to ratios between debt 
and equity.12 

The case of John Kelley Co.,18 de- 
cided by the Supreme Court, involved 
two Tax Court cases!4 substantially 
similar in facts, one holding in favor of 
the taxpayer and the other in favor of 
the Commissioner. The significance of 
the case, however, is in the following 
dictum: 

“As material amounts of capital were 
invested in stock, we need not consider 
the effect of extreme situations such as 
nominal stock investments and an ob- 
viously excessive debt structure.”15 

Interestingly, this dictum can virtual- 
ly be pinpointed as the beginning of 
the of ratios, 


era because courts im- 











mediately seized upon this language as 
sanctioning a reasonable relationship 
between debt and equity. This reason- 
ing was fortified because the court said 
that it did not regard a 4:1 ratio in the 
Talbot Mills case (a companion case) as 
an extreme situation. Thus was born the 
widespread notion that a 4:1 ratio en- 
abled one to proceed with safety. 


Ratio test inconsistent 


In applying the ratio test, the courts 
have not been consistent; neither have 
they applied any absolute mathematical 
formula. Moreover, the courts have also 
been inconsistent in determining the 
amount of indebtedness by taking into 
account loans from outside sources.16 
Yet in the application of the ratio test, 
the courts have sought to determine 
whether the equity investment was sub- 
stantial or thin. If the ratio of debt to 
investment was considered too great, 
then the debt was treated as an equity 
investment. 


Tax Court since Gooding 


The Gooding case, involving a 1:1 
ratio, quickly devastated the belief that 
a 4:1 ratio was safe. Let us then con- 
sider several recent Tax Court de- 
cisions. The court in O. H. Kruse Grain 
and Milling Co. (18 TCM 487, 1959) up- 
held the Commissioner’s disallowance of 
interest under Section 23(b) of the 1939 
Code on the ground that no indebted- 
ness existed. This case is on appeal to 
Ninth Circuit. The note in question was 
a demand note. The court quoted from 
the Gooding case in concluding that 
there was no intention, at the time of 
issuance of the note, ever to enforce pay- 
ment, especially if this would impair 
the credit of the corporation, cause it 
to borrow from other sources or bring 
about its dissolution. 

In another Tax Court case,17 decided 


115 TCM 418, 432 (1956), reversed and remanded 
in 241 F.2d 197 (CA-4 1957), cert. den. 354 U.S. 
922 (1957); TCM 1958-221 (on remand), aff'd 
CA-4, 1/11/60, cert. applied for 4/7/60. 

2 IRC Sec. 166. 

8 IRC Sec. 301. 

* IRC Sec. 302. 

5 IRC Sec. 351. 

®23 TC 408 (1954). 

723 TC at 418, 419, 420. 

8 236 F.2d at 165. 

* 23 TC at 418. 

10 Meridian & Thirteenth Realty Co., 132 F.2d 182, 
186 (CA-7 1942). 

111 TC 457, 462 (1943) rev’d 146 F.2d 466 (CA-7 
1944), rev’d 326 U.S. 521 (1946). 

12 Glenmore Distilleries Co., 47 BTA 213 (1942); 
250 Hudson St. Corp., 5 TCM 722 (1946); Clyde 
Bacon Co., Inc., 4 TC 1107 (1945). 

18 326 U.S. 521 (1946). 





Corporations & 


stockholders + 131 


on the same day, where a 1:1 ratio was 
involved, the court held with the tax- 
payer, stating: 

“. . . we are impressed at the outset 
by the absence of any unbalance in the 
ratio of petitioner’s equity capital to 
its indebtedness resulting from the ex- 
ecution of the promissory note in ques- 
tion. The existence of inadequate capi- 
talization is a factor which normally is 
present in cases in which the respondent 
advances the contention which he makes 
here. 

“The promissory note here in ques- 
tion possesses none of the attributes of 
capital stock. It is drawn for a fixed 
face amount, it calls for fixed monthly 
payments in the amount of $1,500, and 
imposes on the petitioner an obligation 
to pay interest at the rate of 4%. The 
note is negotiable and its collectivity 
does not depend upon the earnings of 
the corporation or upon any other con- 
tingency. The record discloses that the 
note has never been subordinated to the 
claims of other corporate creditors. The 
contract price of the assets, represented 
by the face amount of the note, was 
equal to the fair market value cf the 
assets and transferred at the time of 
transfer. Petitioner had never been de- 
linquent in making payments on the 
mote ... 16 

The court also pointed out that the 
individual petitioner wanted to diversify 
his assets and that the record does not 
show that minimization was a 
primary consideration. 

The decisions of the Tax Court since 
the Gooding case!® cannot be said to 
have clarified the confusion. Seemingly 
the Tax Court, after examining all the 
facts and all surrounding circumstances, 
reaches a conclusion as to the justifica- 
tion of the transaction. It then applies 
some of the many tests heretofore de- 
vised such as pro rata advances by the 


tax 


14 John Kelley Co., 1 TC 457 (1948), rev'd 146 F. 
2d 466 (CA-7 1944), rev'd 326 U.S. 521 (1946); 
Talbot Mills, 3 TC 95 (1944) aff'd 146 F.2d 809 
(CA-7 1944) aff’d 326 U.S. 521 (1946). 

15 326 U.S. at 526. 

16 Jgidor Dobkin, 15 TC 31 (1950), aff'd per curiam 
in Dobkin, 192 F.2d 392 (CA-2 1951); Lockwood 
Realty Co., 17 TCM 24 7(1958), rev’d on other 
grounds in Lockwood Realty Co., 264 F.2d 241 
(CA-6 1959). 

17 Maurice H. Brown, 18 TCM 483 (May 26, 1959). 
18 Jd. at 485, 486. 

1° See also W. H. Truschel, 29 TC 433 (1957), or- 
der amended in 17 TCM 110 (1958); Harry F. 
Shannon, 29 TC 702 (1958); Aqualane Shores, 
Inc., 30 TC 519 (1958), aff'd 59-2 USTC par. 9632 
(CA-5 1959); Hoguet Real Estate Corp., 30 TC 
580 (1958); Leach Corporation, 30 TC 563 (1958); 
J. I. Morgan, Inc., 30 TC 881 (1958); J. A. 
Maurer, Inc., 30 TC 12738 (1958). 
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shareholders, ratio of debt to equity, 


substantial business purpose, real in- 
tention of the parties, subordination to 
rights of other creditors, form of the 
debt instruments, expectation of repay- 
ment irrespective of earnings, transac- 
tion is a sham, substance rather than 


form, etc. 


Views of the circuits 

Are the several circuit courts of ap- 
peals consistent with each other and do 
their decisions clarify the problems? Af- 
ter the John Kelley Co. case, the Second 
Circuit rejected a debt-equity financial 
structure when the principal motivation 
was tax avoidance.29 In the 1956 Kraft 
Foods Co. case,?1 involving the primary 
purpose of tax minimization by a debt- 
equity structure, the court, in upholding 
the debt structure, said: 

“Our problem is whether 
there paramount policy of 
federal tax law which requires in this 
case that taxpayer’s payments pursuant 


present 


is some 


to its debentures be considered, for tax 
‘dividends’ rather than 
. on indebtedness’ . 


purposes, as 
‘interest 

“In the present case... the instru- 
ments involved are entirely conventional 
in form and contain no ambiguity on 
their face. In such a case we think the 
problem is not one of ascertaining ‘in- 
tent,’ since the parties have objectively 
manifested their intent. It is a problem 
of whether the intent and acts of these 
parties should be disregarded in charac- 
terizing the transaction for federal tax 
purposes. 

“Undoubtedly, the debt-equity ratio 
resulting from a transaction is of great 
importance in determining whether an 
ambiguous instrument is a debt or an 
equity interest; and perhaps this con- 
of 


portance that even an indebtedness valid 


sideration is such overriding im- 
under state law should be disregarded 
for federal tax purposes. However, it 
is unnecessary for us to decide that ques- 
tion here for it is apparent from the 
record that no disproportionate ratio of 
debt to capital resulted from the issu- 
ance of debentures. We think it obvious 
that in the determination of debt-equity 
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ratios,*real values rather than artificial 
values should be ‘applied.”22 

While the Kraft case seemed ‘to’ give 
its approval to debt-equity financing, 
the matter is not freé from ‘doubt in the 
Secorid Circuit because of the Gilbert 
case which found its way twice'to the 
circuit court of appeals.23 

The Fifth Circuit quite clearly re- 
jected the ratio test. In the Rowan 
case,24 the court, in discussing a situ- 
ation where there was no evidence of 
intent other than the ratio of debt to 
equity, said: 

“. . . the court . . . recognizes that, 
entirely without reference to the inci- 
dence of taxes stockholders of corpora- 
tions have always been free to commit 
to corporate operations such capital as 
they choose and to lend such additional 
amounts as they may elect to assist in 
the operation if that is their true in- 
tent, always thus reserving the right to 
share with other creditors a distribution 
of assets if the enterprise fails. It would 
obviously work an unwarranted inter- 
ference by the courts in ordinary and 
perfectly proper business procedures for 
us to say that there can be established, 
as a matter of hindsight, a ratio of stock- 
holder owned debt to the capital of the 
debtor No | stockholder 
could advance to 


corporation. 
money 
strengthen the faltering steps of his 
corporation . . . if he is faced with the 
danger of having the Commissioner, 
with the backing of the courts, say ‘he 
had no right to launch a corporate 
business without investing in it all the 
money it needed, and investing it in 


safely 


the way that is most disadvantageous to 
himself, both as relates to taxation and 
to other creditors.’ 

“It is entirely within the competence 
of Congress to provide by statute for 
such it deems it advisable or 
necessary within the scheme of federal 
taxation. It is not within our province 
to do so. Nor would it further the de- 
sirable end of certainty in taxes for us 
to do so.”25 

The Seventh Circuit appears to sup- 
port the view of the Fifth Circuit, but 


ratio if 


20 1432 Broadway Corporation, 160 F.2d 885 (CA-2 
1947). 

21 232 F.2d 118 (CA-2 1956). 

22 Id. at 123, 127. 

23248 F.2d 399 (CA-2 1957), 262 F.2d 512 (CA-2 
1959). 

2219 F.2d 51 (CA-5 1955). Also, Sun Properties, 
Inc., 220 F.2d 171 (CA-5 1955). 

25 219 F.2d at 55. 

2 Sarkes Tarzian, Inc., 240 F.2d 467 (CA-7 1957). 
2 Meridian & Thirteenth Realty Co., 132 F.2d 182, 
186 (CA-7 1942). 


has not been as outspoken as the latter 
court in its rejection of the ratio test.?6 
It is of interest to note that while in a 
frequently cited ‘Seventh Circuit case, 
decided in 1942, the court then said:27 
“The intent of the parties in the estab- 
lishment of the relationship is of ex- 
treme importance,” a case decided 
earlier this year said:28 ‘In determining 
whether the cash payments made by 
plaintiffs . . . represented loans on addi- 
tional capital investment, no single test 
can provide the answer. . . . The burden 
of establishing that the advances were 
loans is upon the taxpayers.” In stating 
that there is “no single test,” the Sev- 
enth Circuit appears to have confirmed 
the current view of the Tax Court. The 
Ninth Circuit gives full weight to the 
intent of the parties.?9 

While decisions have arisen in all of 
the circuits, space does not permit a 
further review, nor would it serve any 
useful function to consider them. Suf- 
fice it to observe that no court has been 
willing to announce a set of standards 
or guides by which one may know in 
advance when debt-equity corporate fi- 
nancing will be valid. This is entirely 
understandable because the ingenuity 
of man is such that no one can envision 
the countless variations in factual situa- 
tions that may be conjured up for the 
courts to be called upon to consider. 


Guides to action 


Short of Congressional action, what 
may the practitioner do to solve the case 
law confusion? Professor Mortimer Cap- 
lin of the University of Virginia, in his 
scholarly and exhaustive treatise on the 
“thin incorporation” concept and prob- 
lems, delivered at the Seventeenth An- 
nual Institute on Federal Taxation at 
New York University in November 1958, 
made the following suggestions, caution- 
ing that they are general guides and that 
not all are applicable in all cases.3° 
1. Material amounts of capital should 

invested in stock. Since this 
qualitative test it will vary between in- 
dustries and between businesses in the 


be a 


same industry. 


28 Arlington Park Jockey Club, Inc. v. Sauber, 262 
F.2d 902, 905 (CA-7 1959). 

2 Wilshire & Western Sandwiches, Inc., 175 F.2d 
718 (CA-9 1949); Miller’s Estate, 239 F.2d 729 
(CA-9 1956). 

8° Caplin, ‘““The Caloric Count of a Thin Incorpo- 
ration,” 17 New York University Institute on 
Federal Taxation 771, 821-826 (1958). Also see 
Note, “Thin Capitalization and Tax Avoidance,” 
55 Col. L. Rev. 1054 (1955); Bittker, “Thin Capi- 
talization: Some Current Questions,” 34 Taxes 830 
(1956). 
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2. The debt structure should be real- 
istic, taking into account projected earn- 
ings, future borrowing capacity and 
cash-flow. Create a debt structure that 
can be discharged in the normal course 
of business. 
debt instruments should be 
clear and unambiguous. They should be 
unconditional obligations to pay fixed 
sums at a reasonably near future date 
| and provide for interest at the going 
rate. Subordination should be avoided 
and there should be no voting rights. 
Negotiable instruments are preferable. 

1. If possible, and to the extent pos- 
the indebtedness should be se- 


3. The 


sible, 


cured. 


5. Corporate records should clearly 

reflect an intention to create a debtor- 
creditor relationship. 
- 6. When transferred for 
both equity and debt, the consideration 
given for each should be identified. Val- 
uations should be fair and supported by 
appraisals. 


A 


assets are 


7. Avoid pro rata loans in proportion 
to stockholdings. Family lending may be 
treated by the Commissioner as an en- 


tirety and compared to the group’s total 
stockholdings. 


8. Funds should be borrowed when 
and to the extent needed. Lump sum 
loans on incorporation are indicative of 
} capital contributions. 

9. Distinguish the various lending 
stages by different forms of instruments 


such as bonds, debentures, notes. In this 


tion to obtain at least partial relief. 
10. of trusts for 
the transfer of funds 
to the trustee and the making of loans 
yy the trustee. Alternatively, the share- 


Consider creation 


family members, 


lider may make the loan and have the 
bt instruments endorsed over to the 
trustee, or issued directly to the trustee. 
ll. Bank the 
ireholders are a possible solution. A 


loans guaranteed by 
ariation is for the shareholders to lend 
llateral to the corporation instead of 
endorsing its paper. However, the Com- 
missioner and the courts may well look 
through all the steps and treat the loans 
having been made by 


olders. 


the share- 
12. Record by minutes, correspond- 
nce and other documents the nontax 
motives in creating the debt. The courts 
regard these as crucial. 

13. The lender must have a reason- 
ble expectation of repayment. 

14. Interest and principal payments 
should be paid on time. If there are 


delays, the shareholder should conduct 
himself like a creditor and demand pay- 
ment. Consideration should be given to 
taking some action to enforce collection. 

15. Exercise restraint in determining 
the ratio. Remember that under a 1:1 
ratio an investor will recapture 50% 
of his investment if his loans are treated 
as a debt. On a 2:1 ratio he will re- 
capture 6624% and the corporation 
will get an interest deduction on that 
percentage of the financing. 


Subchapter S§ 


To some extent problems of thin in- 
corporations have been eliminated by a 
Subchapter S election by which share- 
holders, in effect, elect to be taxed as a 
partnership, i. e., on all dividends re- 
ceived plus “undistributed taxable in- 
come.” The corporation then has no 
reason seek an interest deduction. 
Generally, since an electing corporation 
will current earnings and 
profits, it may return a shareholder’s in- 
vestment in stock without dividend con- 
sequences unless it has an earnings and 
profits history prior to its election. 
Therefore, there is no need to use the 
“debt” method to return the investment 
free of the threat under Code Section 
302(d).. Moreover, since ordinary losses 
are treated proportionately as business 
losses for each shareholder, there is no 
motive to find a bad debt deduction in 
the thin corporation pattern. 


to 


not have 


Nevertheless, shareholders may still 
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desire the debt-equity financing. For one 
reason, there may be more than 10 share- 
holders and therefore the corporation 
cannot qualify. For another reason, the 
shareholders may desire more than one 
class of stock, and again it would fail 
to qualify. Additionally, older corpora- 
tions with pre-election accumulated 
earnings, will be concerned over leaving 
current profits in the corporation which 
may become “frozen” if the election is 
lost or if stock is transferred. Conse- 
quently, it may be advisable for an elect- 
ing corporation to distribute all profits 
of the year, to avoid possible distribu- 
tion problems in the future, and then 
lend money 


to the corporation. This 
again raises possible thin incorporation 
problems. 

Another problem may arise from a 
Subchapter S election. If a debt is held 
to be equity in reality, would this be 
tantamount to a new class of stock, re- 
sulting in disqualification? One more 
note of caution. An election terminates 
if more than 20% of the gross receipts 
are from royalties, rents, dividends, in- 
terest, annuities and sales or exchanges 
of stock securities. Accordingly, a 
Subchapter S election would be useless 
for typical real estate holdings. 


or 


Finally, give consideration to the pos- 
sibilities in with losses on 
small business corporation stock, known 
as “Seciion 1244 Stock.” And don’t for- 
get that Subchapter S and Section 1244 
are not mutually exclusive. a 


connection 





Be 


Stock in escrow had ascertainable value. 
Taxpayer held gold notes of a corpora- 
tion and in 1932 exchanged the notes 
for interim certificates representing pre- 
ferred stock of 
which was purchasing the assets of the 


another corporation, 


corporation that issued the gold notes. 
These certificates were held in escrow 
until 1934 to guarantee performance un- 
der the purchase agreement. If the cer- 
tificates had a fair market value when 
received, then 1932 


would be regarded as a closed transac- 


the exchange in 
tion on which gain or loss had been 
realized, and the basis of the shares is 
that fair market value. If they had no 
value then, their basis is the taxpayer's 
basis for the original debt. Taxpayer 
claimed that the interim certificates had 
no ascertainable market value due to the 
restrictions. The Commissioner 
determined the basis of the preferred 


escrow 


stock was $40 per share, relying on cer- 
tain sales of the preferred stock at that 
price in the years 1937, 1941, and 1944. 
The court holds that the interim certifi- 
cates did have a market value when ac- 
quired by taxpayer notwithstanding the 
escrow agreement, since the certificates 
were assignable and were not highly 
speculative securities. The court also 
adopts $40 as a basis for the stock, since 
taxpayer did not overcome the presump- 
tion of the correctness of the Commis- 
sioner’s determination. The court com- 
mented, however, that evidence of com- 
parable sales prices closer in time to 
1932 would have been more satisfactory. 
Arc Realty Co., 34 TC No. 48. 


Advances were for capital, not loans. 
Taxpayer advanced more than $50,000 
over a two-year period to a corporation 
in which he acquired a 50% stock in- 
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terest. Through an agent he took over 
the management of the business and 
changed the name of the corporation to 
improve its credit. No notes or other evi- 
dences of indebtedness were given in re- 
turn for the advances. The court finds 
the advances were contributions to capi- 
tal and not loans. Accordingly, the de- 
duction for worthlessness of the invest- 
ment can be taken only as a capital loss. 
Mangrum, TCM 1960-136. 


Note given sole stockholder on incorpo- 
ration not intended to be debt. Taxpay- 
er-corporation, which took over a sole 
proprietorship from its stockholder, 
issued to him a demand note for $200,- 
000 in payment for certain of the assets 
transferred. The Tax Court found that, 
the time the issued, the 
stockholder did intend to enforce 
payment by his corporation if by so 
doing the corporation would be at all 
It held no valid 
and taxpayer is, 
therefore, not entitled to deduct accrued 
interest on the notes. This court affirms. 
‘There was no business reason for a note 


at note was 


not 


inconvenienced. in- 


debtedness existed, 


rather than stock when the corporation 
was first organized. Very few financial 
institutions would lend $200,000 to any 
corporation for 614 months on an un- 
secured note without interest or fail to 
require interest payments for over three 
years. The court also noted the disparity 
the interest deduction taken 
by the corporation and the interest in- 
come reported by the sole stockholder. 
Kruse Grain Co., CA-9, 5/27/60. 


between 


Jury finds no unreasonable accumula- 
tion. After an extensive charge to the 
jury as to the law governing the penalty 
surtax accumulations 
of earnings, the jury finds for the tax- 


payer-corporation. No facts are given 


on unreasonable 


as to the reasons for the accumulation. 
Hattiesburg DC Miss., 
6/27/60. 


Compress Co., 


Stockholder elections under one-month 
liquidation plan adopted by dissolved 
corporation are binding. A corporation 
was dissolved March 27, and 
March 31 its stockholders adopted a 
plan to liquidate within one month. 
Taxpayer, one of the stockholders, then 
elected to be taxed under 1939 Code 
112(B)(7)—1954 Code Section 
333. Taxpayer, now realizing that there 
would be a 


on on 


Section 


resulting tax detriment, 
seeks to invalidate his election by argu- 
ing that, under state law, the dissolved 


September 1960 


corporation had no power to adopt a 
plan of liquidation. The Tax Court dis- 
agrees and rules that taxpayer is bound 
by the election. Under state law, the 
corporate existence continued after dis- 
solution for liquidation purposes, and a 
valid plan of liquidation could be 
adopted by the shareholders after dis- 
solution. Shull, 34 TC No. 55. 


Tax Court tests reasonableness of salary 
contract at payment; Regulations con- 
tra. [Acquiescence] In 1946, taxpayer, a 
closely held aircraft tool manufacturing 
corporation, entered into an employ- 
ment contract with two of its officers, 
who were also majority stockholders. 
The contract provided for a fixed an- 
nual salary plus a percentage of taxpay- 
er’s net profits. In the 1950’s the Korean 
War caused an extraordinary increase in 
taxpayer’s profits and, in accordance 
with the contract, officers’ salaries 
jumped from $36,000 in 1950 to $128,- 
000 in 1952. The Tax Court noted that 
the increase in salaries was not entirely 
commensurate with the increased duties 
and responsibilities of the officers and 
disallowed aboui $25,000 as unreason- 
able. The Commissioner had disallowed 
$120,000. The taxpayer relied on the 
Regulations, which provide that contin- 
gent compensation pursuant to a con- 
tract made before the services are ren- 
dered should be allowed even though 
in actual working out it may prove to 
be greater than what would ordinarily 
be paid. To this the Tax Court replied 
that this provision should not be read 
out of context and that the Regulations 
refer arm’s-length 
rather than one between shareholders 
and their controlled corporation. In any 
event, the court found that the Regu- 
lation does not eliminate the reasonable- 
ness test, which must always be satisfied. 
Adams Tooling, Inc., 33 TC 65, acq. 
IRB 1960-25. 


to an transaction 


No extension of time permitted to elect 
Subchapter S treatment. The Service 
holds that there is no provision of law 
that permits the granting of an exten- 
sion of time within which a corporation 
may elect to be taxed as a Subchapter S 
The Code permits the 
granting of certain extensions of time 
for the filing of any required return, 
document, statement, or declaration, but 
since the election to be taxed as a Small 
Business Corporation is none of the fore- 
going but merely an option that is avail- 
able to a corporation, no extension may 


corporation. 


be granted beyond the period provided 
in Section 1372(c)(1). Rev. Rul. 60-183. 


DIVIDENDS 


CA-10 upholds Tax Court, holds stock- 
holders have dividend on sale of stock. 
The taxpayers were shareholders of a 
corporation that was formed in 1947 to 
acquire war surplus tankers from the 
Government. The shareholders consisted 
of three groups: high Government off- 
cials (taxpayer Dudley is the widow of 
Secretary of State Stettinius), a group of 
experienced shipping men, and the pro- 
moters who managed the business. A 
purchase of several tankers was financed 
through loans of some $10 million made 
by Metropolitan Life Insurance Com- 
pany to the corporation under an agree- 
ment that prohibited the corporation 
from acquiring additional tankers, al- 
though three more had been offered. A 
foreign firm was eager to obtain these 
tankers to use them to carry oil from the 
Persian Gulf to China. In order to cir- 
cumvent the loan restrictions, the tax- 
payers formed a new corporation, which 
acquired the ships. The stockholders of 
the new corporation were substantially 
the same as those of the old. The foreign 
firm then bought all of the stock of the 
new corporation and thereby acquired 
control of the tankers, which were sub- 
chartered ultimately to a branch of the 
Nationalist Government of China. Tax- 
payers reported their profits as capital 
gain from the sale of securities. The Tax 
Court, invoking the doctrine of sub- 
stance over form, held that they received 
a dividend. It reasoned that, as to the 
taxpayers, the new corporation must be 
disregarded since it did not really serve 
any business purpose other than to ac- 
quire title to property. The Tax Court 
treated the transaction as though the or- 
iginal corporation had acquired and sold 
the tankers and then distributed the 
profits to its stockholders. But payments 
were taxable only as received from an 
escrow account. The purchaser’s notes, 
of doubtful value, were not income. 
This court affirms. Dudley, CA-2, 6/20/ 
60. 


Corporate transfer of realty to sole 
stockholder was a dividend. A deed ex- 
ecuted by a corporation to its sole stock- 
holder is found to be a transfer of abso- 
lute ownership to the stockholder and 
not merely, as contended by the stock- 
holder, a transfer of mere legal title with 
equitable title remaining in the corpo- 
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ration. It therefore follows that the dis- 
tribution of the property is to be treated 
as a dividend, since there was no evi- 
dence that it was intended to be in pay- 
ment of any indebtedness owed to the 
stockholder. In determining the avail- 
able earnings and profits to support the 
dividend, the corporation, reporting on 
the cash basis, could not reduce its earn- 
ings and profits by unpaid Federal in- 
come taxes. As the fair market value of 
the property was at least as great ts the 
available earnings and profits, the divi- 
dend was equal to such earnings and 
profits. The court also denies the stock- 
holder a demolition loss on the grounds 
that he received the property for the 
demolishing the existing 
structure and erecting a new building 
on the site. Newark Amusement Corp., 
TCM 1960-137. 


purpose of 


Corporate payment of stockholder’s legal 
fee a loan, not a dividend. In connection 
with his wife’s suit for divorce, taxpayer 
incurred $16,000 in legal fees for the re- 
arrangement of ownership of his news- 
paper publishing company so that he re- 
tained control. The corporation agreed 
to pay the fee, provided taxpayer would 
for it 
be disallowed. The fee was paid by the 


reimburse it should a deduction 
corporation in 1956 and, upon disallow- 
ince in 1959, taxpayer reimbursed it. 
Che Commissioner treated the payment 
f the bill in 1956 as a dividend by the 
orporation to the taxpayer. The court 
finds it loan. Patrick, DC S. C. 
60. 


Was a 


92 
0/29 


Preferred on common is taxable stock 
dividend. [Old law] Taxpayer-husband 
owned about 37% of the common stock 
in a closely held real estate corporation 
nd none of the cumulative non-voting 
6% 
of the preferred. 


preterred. His wife owned of the 
common and 314% 
rhe corporation paid a dividend of one 
hare of preferred for every three shares 
The holds 


dividend taxable. The court agrees. 


£ common. Commissioner 


laxpayers’ pre-existing proportionate 
nterests were changed by the distribu- 
ion. They both became entitled to a 
larger share of dividends and a greater 
amount in the event of liquidation. 
305 the 1954 Code 


the dividend would not be taxable.] 


Under Section of 


Pizitz, DC Ala., 6/1/60. 
J 


“Loan” to controlling stockholder is 
taxable dividend. Taxpayer and a fam- 


ily trust he controlled owned 99% of 


the capital stock of an automobile 
agency. The corporation gave him a 
check for $10,000, which was charged to 
a loan account. At the time of the with- 
drawal, the corporation had a surplus 
in excess of $10,000. Taxpayer contends 
that he intended to repay the money 
whenever the corporation needed it, but 
the court finds the payment to be a 
iaxable dividend. There was no note or 
security given and no provision for in- 
terest agreed to or paid. He had with- 
drawn $7,500 in a prior year and, though 
he had ample funds to repay both items, 
never did so except for two $500 pay- 
ments made on advice of counsel after 
taxpayer brought this refund 
Hamer, DC IIl., 5/16/60. 


suit. 


Corporate withdrawals treated as divi- 
dends and_ not as loans. Funds with- 
drawn from a corporation for invest- 
ments in numerous speculative ventures 
of the two stockholders or their partner- 
nership, for a personal residence for the 
stockholders, and for other personal ex- 
penditures of the stockholders are held 
to be in part dividends and not loans. 
The advances were upon open account, 
were not evidenced by notes, and no 
interest was paid. Lowes Lumber Co., 


TCM 1960-141. 


RELATED TAXPAYERS 


Corporation does not have interest in- 
come on non-interest bearing loan to its 
president. Taxpayer corporation fol- 
lowed the practice of making non-in- 
terest bearing loans to its officers and 
Although _ the 
signed a standard note form with provi- 
sion for interest, no interest was in fact 
charged on taxpayer’s books on these 


employees. borrower 


loans. Taxpayer in accordance with this 
practice made a loan to its president. 
that tax- 
payer, in using a net loss carryback, 
failed to report an amount representing 


The Commissioner contended 


accrued interest on this loan. The court 
holds for the taxpayer since there was 
no intention to charge interest and in 
fact no interest was charged or collected 
from the president on this loan. Brandt- 
jen-Kluge Inc., 34 TC No. 42. 


Receipts were salary, not loan repay- 
ment. Taxpayer was a majority stock- 
holder of a corporation and an officer of 
it and its subsidiary, both of which en- 
countered financial difficulties. Taxpayer 
advanced funds to both. The subsidiary 
deposited funds in taxpayer’s personal 
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bank account, which taxpayer claimed 
were repayment of loans. The Tax 
Court found that the deposits preceded 
the loans and were salary income, which 
taxpayer then lent to one or both of 
the corporations. This court affirms with- 
out opinion. Creswell, CA-5, 6/10/60. 


Gain on sale taxed to liquidated corpo- 
ration, not to stockholders. [Old law] 
The decedent was a member of a part- 
nership that was transferee of the assets 
of a closely held real estate corporation. 
Shortly before its liquidation, the stock- 
holders attempted to convey a parcel, 
representing that they were the sellers. 
The purchaser’s attorney insisted that 
the contract be drawn naming the cor- 
poration, the record owner, as grantor. 
This was done, and the deed delivered 
in early 1951, shortly after liquidation 
of the corporation. Gain was reported 
by the individual stockholders, but the 
Government contended it was taxable to 
the corporation. The court agrees with 
the Commissioner. The corporation was 
the legal the individuals 
could not have lawfully avoided the cor- 
poration’s contract to sell. [Section 337 
of the 1954 Code specifically provides 
for nonrecognition of gain on sales made 
within 12 months of liquidation.—Ed.] 
Rice Estate, DCN. J., 5/27/60. 


owner and 


Timber acquired by partner-stockholders 
with corporate funds held owned by 
partnership and not by corporation. 
Timber was purchased in the name of 
two individual partner-stockholders, paid 
for with corporate funds, and then sold 
to the corporation under timber-cutting 
The the 
corporation at stumpage market prices 


contracts. timber was sold to 
as the corporation needed it, the stump- 
age to be credited against the advances 
made by the corporation for the original 
purchase of the timber. The books and 
records of both corporation and _ part- 
nership clearly and carefully recognized 
and recorded the transactions, and the 
tax returns of all parties reflected the 
ownership of the timber by the part- 
nership. On the facts, the court over- 
rules the Commissioner’s determination 
that the purchase by the partnership 
was a sham and that the timber was in 
fact acquired and owned by the corpo- 
ration. Lowes Lumber Co., TCM 1960- 
141. 


Interest income accrues despite forgive- 
ness later in year. An accrual-basis calen- 
dar-year taxpayer held a demand note 
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of its subsidiary and each month accrued 
the interest due on the note. In Decem- 
ber taxpayer by corporate resolution for- 
gave the interest on the note; the sub- 
sidiary was not insolvent or unable to 
pay the interest. The subsidiary was sub- 
sequently liquidated, with the result that 
the subsidiary never paid the principal 
interest on the note. The Commis- 
sioner included in taxpayer’s income the 
interest accrued each month up to the 


or 


date of the corporate resolution waiving 
the interest. The court agrees with the 
Commissioner as to this treatment of 
the interest, holding that interest began 
to run automatically from the date of 
the note, that taxpayer accrued the in- 
terest monthly, and that, therefore. tax- 
payer must include in income interest 
up to the date of the corperate resolu- 
tion waiving the interest on the notes. 
[Apparently it was conceded that the 
forgiveness was not deductible. — Ed.] 
Oregon Pulp and Paper Co., 34 TC 
No. 66. 


PERSONAL HOLDING 


Small loan company does not become 
PHC by precomputing interest. The 
state of Illinois permits small loan com- 
panies to precompute interest by deter- 
mining the interest that 
would be due on each scheduled install- 


amount of 
ment date; these amounts of interest are 
totaled the principal 
amount of the loan. The aggregate of 
the principal and total precomputed in- 
terest is then divided by the number of 
scheduled 
of installment. 
State regulated finance and lending com- 


and added to 


installments to yield the 


amount each scheduled 
panies are excluded from the definition 
of personal holding companies if, among 
other conditions, specified percentages 
of gross income are derived from lawful 
interest not payable in advance or com- 
pounded and are computed only on un- 
paid balances. The precomputation of 
interest under the Illinois law is not 
identical with the computation of the 
unpaid balance required by the regula- 
tions governing personal holding compa- 
nies. Therefore, although the adoption 
of the interest 
method will not cause a small loan com- 


precomputation of 
pany to lose its exemption from the per- 
sonal holding company definition, any 
excess interest charged under the pre- 
computation method that would not be 
charged under the unpaid balance 
method must not be taken into account 
in determining whether the loan com- 
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pany satisfies the percentage of gross in- 
come requirement prescribed for that 
exemption. Rev. Rul. 60-194. 


Personal finance company charging in- 
terest above lawful rate not exempt 
from PHC tax. Taxpayer was a licensed 
personal finance company deriving more 
than 80% of its gross income from in- 
terest. More than 80% of its interest in- 
come exceeded the lawful rate for in- 
terest under state law. The Commis- 
sioner asserted a personal holding com- 
pany surtax. Taxpayer contended that 
it was exempt from the surtax under 
Section 501(b)(7) of the 1939 IRC, which 
exempts loan or investment companies 
(without reference to whether interest 
is charged at a lawful rate or over a law- 
ful rate). Section 501(b)(6) of the 1939 
IRC specifically provided an exemption 
for a licensed personal finance company 
but only if its gross income is from law- 
ful interest. The court holds taxpayer 
liable for the surtax on the theory that 
Congress has chosen to deal with li- 
censed personal finance companies in a 
particular exemption classification cover- 
ed by Section 501(b)(6), and since tax- 
payer is within this classification but 
cannot meet the requirements of the 
Section because it charges interest over 
the lawful rate, it cannot use the broad 
language of Section 501(b)(7) to obtain 
the exemption. Liberty Finance Service 
Inc., 34 TC No. 72. 


Rent paid by stockholder-doctors is com- 
mercial and not PHC income. [Acquies- 
cence] Nine doctors and a dentist 
formed taxpayer, a corporation, to con- 


struct and operate a medical building, 
and each became a 10% shareholder. 
Each of the stockholders rented office 
space in the building. In addition, the 
nine doctors formed a partnership to 
conduct an X-ray and medical labora- 
tory in the building. Taxpayer's gross 
income consisted of the rent paid by the 
doctors and dentist, by the partnership 
and by a nonstockholder who operated 
a pharmacy in the building, plus a small 
amount of interest on unpaid stock sub- 
scriptions. The rent received from the 
doctors and dentist (including the part- 
nership) was more than 50% of taxpay- 


er’s gross income. Although the 1939} 


Code excluded rents from personal hold- 
ing income if they constituted 50% or 
more of the corporation's gross income, 
rents paid by a 25% or more sharehold- 
er for the use of the corporation’s prop- 
erty was personal holding company in- 
come, unless, under a 1950 amendment 
to the Code, the shareholder used the 
property in a commercial venture. The 
Commissioner argued that the practice 
of medicine was not a commercial enter- 
prise and accordingly the rent paid by 
the stockholders should be taxed as per- 
sonal holding income. The court, after 
reviewing the history of the 1950 amend- 
ment, concluded that Congress intended 
it to apply to all types of commercial 


ventures, both mercantile and _profes-, 


sional. Accordingly, the rent paid by the 
shareholders was not personal holding 
company income. The Internal Revenue 
Service now agrees to follow the decision 
of the Tax Court on this point. Medical- 
Surgical Group, Inc., 33 TC No. 101, 
acq., IRB 1960-25. 





New partnership dectsions this month 


Convenience of partners insufficient 
business reason for partnership year dif- 
fering from partners’ year. Two individ- 
uals who formed a new partnership 
wanted the partnership to adopt a fiscal 
year different from the calendar year on 
which the partners reported their in- 
comes. Their justifications for request- 
ing this permission were to permit the 
reflection of a full year’s operation in 
the partnership’s first accounting period 
and to provide the partners with in- 
formation relative to their partnership 
profits well before their personal returns 
were due. The Service holds that these 
are not sufficient business reasons for 
permitting the partnership to adopt a 
taxable year different from its partners’. 


Generally, the business purpose require- 


ment for permitting such a difference in , 


taxable years is met if the desired tax- 
able year coincides with the natural 
business year of the partnership. In such 
cases, the partnership’s taxable year 
should end at or shortly after the close 
of the business’ peak period. Rev. Rul. 
60-182. 


Retired partner has ordinary income on 
payments from partnership earnings. 
[Old law] A partnership of which tax- 
payer was a member was dissolved with 
out his consent. The subsequent action 
brought by him for an accounting was 
settled by the payment of an agreed sum 


to him in installments. This sum was 


. 
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computed to be his share of the partner- 
ship assets at date of dissolution plus a 
share of the profits of the business after 
that date. The court holds that the pay- 
ments representing a share of the profits 
were taxable as ordinary income. They 
are not converted to capital gain by a 
sale of the partnership interest. [There 
is a split of authority on this point un- 
der the 1939 Code. The 1954 Code gen- 
erally taxes as ordinary income pay- 
ments made out of earnings.—Ed.] Mose- 
ley, DC Okla., 5/11/60. 


Selling partner must report share of 
partnership income to date of sale. [Old 
law| Taxpayer sold his partnership in- 
terest to the remaining partners, after 
which the partnership was dissolved. 
The Tax Court rules that taxpayer must 
report his distributive share of the part- 
nership income to the:date of sale. The 
fact that taxpayer did not actually with- 
draw such share is immaterial. For pur- 
poses of computing gain on the sale, tax- 
payer may increase his adjusted basis for 
the partnership interest by the amount 
of such distributive share. [The 1954 
Code specifically requires that payments 
treated as 
ordinary income of the withdrawing 
partner.—Ed.] Sherlock, 34 TC No. 53. 


for interest in income be 


Meals and lodging for resident part- 
ner not deductible by hotel. [Certiorari 
denied| Deductions taken for the cost 
insurance, fuel, electricity, 
laundry and telephone, incurred in op- 
erating a lodge and guest ranch, are not 
to be decreased because the owner eats 


of food, 


and lodges at the resort in connection 
with operating it. The Tax Court held 
the costs were essentially business in 
nature. The Third Circuit reversed. The 
convenience of employer rule does not 
apply since the resort was operated as a 
partnership, and could not be an em- 
ployer of the partners. Taxpayer’s ex- 
penses are comparable to costs of car- 
lunches and incurred 
by millions of taxpayers so that they 
may carry on their business. There was 
one dissent on the ground that the ex- 
penses would be deductible if the resort 
was incorporated and taxpayers should 
not be penalized for choosing the part- 
nership form. Robinson, cert. den., 6/ 
6/60. 


fare, clothing 


Continuing partnership may not change 
fiscal year after partner’s retirement. 
[Old law| Taxpayers, three partners, 
agreed to buy out a fourth partner's in- 


terest effective 1/31/52, the close of the 
partnership fiscal year. Taxpayers were 
to continue to operate the partnership 
business. The details of the partner’s 
withdrawal were not worked out until 
the end of February, 1952, and the re- 
tiring partner received a salary from the 
partnership during February. Taxpayers 
argued that the partnership should be 
permitted to file a short-period return 
for the month of February. The Tax 
Court disagrees and rules that the in- 
come for February is reportable in a 
partnership return for the fiscal year 
ended 1/31/53. The outgoing partner 
was, in fact, no longer a partner after 
1/31/52; the successor partnership com- 
menced business 2/1 and is bound by 
the 1/31 fiscal year which it adopted. 
Further, where upon retirement of a 
partner the continuing partners carry 
on the business of the partnership with- 
out interruption, winding up or liquida- 
tion, they may not depart from the part- 
nership’s regular fiscal year basis. [The 
1954 Code provides that unless within 
12 months there is a sale or exchange of 
50% or more of the total interest in 
partnership capital and profits, the tax- 
able year of a partnership is not closed 
on the partner’s sale of his interest. It is 
considered closed only with respect to 
the selling partner—Ed.] Schulz, 34 TC 
No. 27. 


Sale to partner of contributed property 
was a return of capital. Taxpayer con- 
tended that he transferred a house to a 
partnership fora $200,000 capital inter- 
est and subsequently repur- 
chased it from the partnership for $93,- 


therein 


000; that these transfers were bona fide 
independent transactions; that the loss 
on sale of the house by the partnership 
to him ($107,000) was an allowable loss 
to the partnership. The court disagrees 
and finds as a fact that the partnership 
never owned the all 
ceived from taxpayer by way of capital 
contributions was $93,000, which con- 
tribution 


house and it re- 


was initially secured by a 
transfer of the house as some sort of 
pledge. The $107,000 loss is, therefore, 
disallowed to the partnership. Lesser, 
TCM 1960-111. 


Partnership terminated when interest 
sold to corporation. The court finds that 
a partnership was terminated when the 
partners sold their interests to a corpo- 
ration. It made no finding as to whether 
the partnership had a net operating loss 
in its final year, since the parties did not 


Partnerships « 137 


press the issue. On motion to correct 
the opinion the court now finds a net 
operating loss did exist and agrees with 
taxpayer that in computing such loss, 
the closing inventory must be reduced 
to reflect market prices. Nieman, TCM 
1960-120. 


Payment was share of venture profits, 
not proceeds of sale of interest. Tax- 
payer and another corporation agreed to 
share equally profits and losses arising 
from a contract in which they had 
agreed to purchase the output of a mine. 
After a second and third contract were 
signed with the mine owners, a dispute 
arose between taxpayer and its co-ven- 
turer over the computation of profits 
under the The other 
corporation eventually purchased the 
mine and taxpayer settled the dispute 
with it for $26,000 and a commission on 
profits after termination of the third 
contract. It agreed that these 
amounts would be received as considera- 
tion for the termination of its interest in 
the joint venture. A dispute arose as to 
the amount of commissions due under 
this settlement, and taxpayer received 
$40,000 in settlement of all its claims 
and as consideration for the complete 


second contract. 


was 


termination of taxpayer's interest in the 
purchase arrangement. Taxpayer report- 
ed the $26,000 and $40,000 as capital 
gain on the theory that the amounts re- 
ceived were consideration for the sale 
of its interest in the joint venture. The 
court holds that taxpayer’s initial rela- 
tionship to the corporation was that of a 
joint venturer, that the $26,000 was tax- 
payer’s share of the joint venture prof- 
its and thus reportable as ordinary in- 
come. The court further holds that this 
settlement terminated the 
joint venture and that, therefore, the 
$40,000 is also ordinary income. The 


agreement 


amount is a settlement of the commis- 
sion agreement. Ayrton Metal Co., Inc., 
34 TC No. 46. 
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Valuing closely held stock for 


estate tax: the partisan approach 


by GEORGE L. WEISBARD 


An estate tax proceeding is not an appraisal by independent experts — nor is it 


a mere horsetrading session. The tax collector and the executor are opposing 


partisans but their relative bargaining power depends on the imagination and 


skill with which each has assembled his facts. Mr. Weisbard here talks as the 


advocate and dedicated partisan making the best case possible for his client. 


A FELLOW C.P.A. telephoned me one 
day and asked, “How do you go 
about determining the value of stock 
in a closely held corporation?” My first 
question, in return, was, “Are you buy- 
ing or selling?” 

When a real-life buyer meets a real- 
life they ultimately agree on 
price. This equates to value. When, how- 
ever, an executor meets the tax col- 
lector, neither is buying or selling. How, 
then, do we determine value? Here are 
the guidelines. 


seller, 


Actual sales 


Actual sales are the best criterion of 
market value. (Elmhurst Cemetery Co., 
300 U.S. 37, 39; Prentice Estate, TC 
Memo 1956-3.) Such sales must, how- 
ever, possess all four elements as fol- 
lows: (1) The quantities sold must be 
significant in relation to the total out- 
(2) each should 
represent a transaction at arm’s length; 
(3) every sale must have been made in 
the normal course of business (forced 
or distress sales do not reflect fair mar- 
ket value); and (4) each sale should have 
occurred within a reasonable time be- 
fore or after the basic date. 

Closely held stocks are those owned 
by a limited number of stockholders. 
Often the entire stock issue is held by 
one family. Hence our first definition: 
A close corporation is one in which there 
is substantial identity of management 
and ownership. Since there is little, if 
any, trading in such shares, no estab- 
lished market exists. This situation 


standing issue; sale 


poses problem number one: how to de- 
termine market value when there is no 
market. The following are the impor- 
tant considerations. 


Restrictive agreements 


Every valuation compels a thorough 
investigation of the commodity’s market. 
The appraiser must be well-informed 
concerning potential purchasers. He 
must know the willing buyers. 

Frequently, willing buyers are not eli- 
gible by reason of contractual arrange- 
ments which restrict the executor in his 
selection of a market. Such restrictive 
agreements take various forms: buy-and- 
sell contracts among stockholders; stock 
retirement plans; requirements in arti- 
cles of incorporation, corporate by-laws 
or employment agreements; and options 
to purchase outstanding stock. Whatever 
the form of the restrictive agreement, 
its effect depends upon these tests: (1) 
Is this a bona fide business arrange- 
ment entered into as a result of arm’s 
length bargaining between strangers? 
(2) Does it contain mutual promises 
which provide the necessary considera- 
tion to make an enforceable agreement? 
(3) Is the contract binding during the 
stockholder’s lifetime as well as at his 
death? If these three elements co-exist, 
the agreed price becomes the estate tax 
value. Estate of Littick (31 TC 181) is a 
leading case in point. 


The fetish of book value 


A balance sheet is merely a conven- 


tional surmmary of historical costs. It 


does not purport to reflect realizable 
values. It shows the stockholders’ equity 
as equal to the excess of assets over lia- 
bilities and, at the same time, as the 
aggregate of invested capital plus ac- 
cumulated retained earnings. To label 
the amount as net worth is fantastic. 

At this moment, many stocks are be- 
ing traded on national security ex- 
changes at prices below book values. Fre- 
quently, those prices are less than net 
current assets per share. In recent years 
the courts have cast aside the fetish of 
book value. Here are some significant 
decisions in which estate tax values set 
by the court were less than book values. 
In each case the corporation showed 
substantial earnings. 

1. Estate of William S. Cherry (5 TCM 
495). In this case the stocks of four 
corporations were valued by the court 
at amounts which, expressed in ratio to 
book value, were as follows: 60%, 78%, 
80%, and 58%. 

2. Bishop Trust Company (Estate of 
E. A. Baldwin) (DC T.H., 4/28/50). The 
adjusted book value of shares in a 
Hawaiian family holding company was 
$480 a share. The district court deter- 
mined an estate tax value of $323 a 
share. This is 67%. 

3. Estate of C. Cole (BTA Memo. Op.. 
9/19/40). While book value of a profit 
able cotton goods manufacturing com 
pany was $1,208 a share, the court found 
a fair market value of $700, or 58%. 

4. Estate of Cora R. Fitts (237 F.2d 
729). The year preceding decedent's 
death, the company, a wholesale dry 
goods business, earned $49 and paid 
dividends of $15 a share. Book value 
was $685. The Eighth Circuit held that 
a value of $375 per share was proper. 
The ratio here is 55%. 

5. Estate of M. W. Munroe (5 TCM 
122). Shares of a Florida bank, with a 
book value of $754, earned $61 per 
share in the latest year. The court's 
value of $350 is equal to 46% of book. 

6. First Trust Co. (Goetz Estate) (DC 
Mo., 12/12/58). Upon consideration of 
economic trends and competition (about 
which more later) the court found a 
value equal to 27% of book for a pros- 
perous brewery. 

From this brief analysis it is obvious 
that the book value of a closely held 
stock has no more relation to fair mar- 
ket value of the stock than the book 
values of listed stocks bear to their 
market prices. 

There is a close correlation between 
a company’s success and its manpower in 
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terms of quality and quantity. No com- 
pany operates itself. Personnel is the 
touchstone of profit. Let us consider 
three aspects of this problem for cir- 


Te cumstances which have a depressing ef- 
. label} 


fect on the value of closely held stocks. 

1. Loss of managerial talent. The 
death of the manager or key man of 
a one-man business has a depressing ef- 
fect upon the value of that company’s 
stock. This is particularly true if there 
is a lack of trained personnel capable 
of succeeding to the management of 
the enterprise. The effect of the loss 
of the guiding officer’s business acumen 
on the future expectancy of the business 
is frequently devastating. The absence 
of management-succession potentialities 
is often tragic. Courts have recognized 
this circumstance. (Estate of J. D. Mc- 
Dermott, 12 TCM 481; Estate of S. E. 
Montgomery, 12 TCM 1380; Estate of 


| H. L. Johnston, 2 TCM 299; Estate of 
| P. M. Vandenhoeck, 4 TC 125). 
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2. Employee morale. No pennant was 
ever won by a team which consisted 
solely of a captain. No business succeeds 
unless the manager has an adequate 
of and 
workers. Investigation will often reveal 
a faulty organizational set-up, excessive 


devoted subordinates 


urnover of employees and executives, 
ind other manifestations of poor morale 
among the company’s personnel. Their 
depressing effect on stock value is self- 
evident. 

3. Union relations, past, present and 
prospective, must similarly be investi- 
gated thoroughly. They bear heavily on 
a company’s stock value. Projected labor 
costs and fringe benefits are significant 
in depressing future earnings. 


Competition 


We know that physicians determine 
a patient’s health by comparing it with 
other persons in various stages of the 
health cycle. Similarly, a business unit 
must be measured by the yardstick cre- 
ated by other members of the specific 
industry. It is important to know how 
the company is doing in the race of 
competition. Is it more, or less, success- 
ful than its competitors in the same 
stable 
position with respect to competitors? A 
should be prepared of the 
company’s competitors their 
sales and profits for the past several 
years both in dollar amounts and in 
percentages of growth. With this back- 
ground, the subject company’s relative 
position in the industry is plainly dis- 


industry? Is it maintaining a 


schedule 
showing 


cernible. In this connection it is par- 
ticularly significant to list competitors 
whose securities are listed on a securities 
exchange or otherwise publicly traded. 

Careful attention should also be given 
to prospective competition which has 
not been a factor in prior years. In 
First Trust Co., (Goetz Estate) (DC Mo., 
12/12/58), the executor showed that the 
“Big 15” of the brewing industry were 
gaining a greater percentage of total 
industry sales every year. This trend was 
expected to continue, to the great dis- 
advantage of medium-size brewers such 
as the one in question. The court held 
this unfavorable outlook as more signifi- 
cant than current earnings. 

In our economy a company competes 
not only with the other members of its 
industry but also with other industries 
striving to sell substitute goods or serv- 
ices. Great significance therefore attaches 
to the ability of the subject company’s 
industry to compete with other indus- 
tries. 

The investing public’s appraisal of the 
future prospects of competitive indus- 
tries or of competitors within an indus- 
try may be indicated by price trends in 
the and for 
securities. 


markets for commodities 


Economic outlook 

The fair market value of a specific 
stock will vary as general economic con- 
ditions change from normal to boom 
or depression. What is the degree of 
optimism or pessimism with which the 
investing public regards the future at 
the basic date? Uncertainty as to the sta- 
bility or continuity of the future income 
of a company decreases its value. In 
Bishop Trust Co. (Baldwin Estates) DC 
T.H. 4/28/50), 
war were an important factor in valuing 
stock. Also important are technological 
in prospect, 
under consideration, and other antici- 


uncertainties due to 


developments legislation 
pated changes. The peculiarities of the 
industry should be brought out. Its busi- 
ness cycle should be charted to highlight 
any irregularity of earnings that may 
reasonably be expected in the future. 

company should be 
thoroughly. Is the 
pany’s business seasonal? Does it deal 
in luxury items? Is it a highly special- 
ized business? Is the company a mar- 
ginal producer? Particular attention 
must be given to the company’s sales 
policies and its customers. What is their 
character, stability and future outlook? 
Are they so few in number that a loss 
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investigated com- 
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[George L. Weisbard, an attorney, heads 
the accounting firm bearing his name 
in Chicago.]| 





of one or two would cripple the com- 
pany? Past sales and earnings should be 
adjusted for inflation. Obviously, con- 
stant dollar figures are not favorable 
when adjusted for inflationary spirals. 
Dividends 

Primary consideration should be given 
to the future dividend-paying capacity 
of the company rather than to dividends 
actually paid in the past. (Colonial Tr. 
Co. (Estate of Whittemore) 63 F. Supp. 
866; P. W. Schnorbach, Exr., 102 F. 
Supp. 828.) The technique is simple. 
Here are the steps: 

1. Prepare projected balance sheets 
for each of the several years after the 
basic date. Five years will generally be 
sufficient. Give effect therein to the pros- 
pective plant expenditures, 
contemplated borrowings, and other fu- 
ture transactions. 


earnings, 


2. For each projected balance sheet 
compute the significant ratios and 
including working capital, 
quick assets and ratio, debt-ratio, and 
fixed-asset-ratio. In computing the liq- 
uidity ratio it is essential to determine 
peak season requirements. 


amounts, 


8. Ascertain what contractual provi- 
sions restrict the amounts of dividends 
ihat may be paid. Such restrictions are 
contained in bank loan agreements and 
other credit arrangements. 

4. Determine data how 
much dividends, if any, can be paid in 


from these 
each of the several projected years. 

It has been said that an investment 
is worth what it will yield. Hence, the 
intelligent partisan will be alert to the 
significance of a projective study of divi- 
dend-paying capacity. 


Listed comparatives 


Section 2031(b) of the Internal Rev- 
enue Code provides that in valuing un- 
listed securities, the value of listed stocks 
should be considered where the corpora- 
tions are engaged “in the same or simi- 
lar lines of business.” The value of a 
listed stock is measured by the relation- 
ships of exchange price to earnings, book 
value and dividends. 

The courts have accepted evidence of 
listed comparatives under Section 2031 
(b) wherever the lines of busines were 
similar. (Estate of F. Webb, 3 TCM 440; 
Estate of A..C. Ewing, 9 TCM 1096; 
Estate of K. H. Daily, 6 TCM 114.) 
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Experience in recent years has demon- 
strated that section 2031(b) is an ex- 
tremely useful technique which should 
be used more often. The American Bar 
Association has recently made an excel- 
lent proposal to amend Section 2031(b). 
Under the proposed amendment com- 
parison be made with stocks 
traded over-the-counter as well as with 


could 


those listed on an exchange. This would 
codify what Rev. Rul. 59-60 already al- 
lows in Section 4.01 (R). 


Fractional interests 


At the outset we must ascertain the 
relative position of the block of shares 
being valued. Does it constitute a minor- 
ity interest, a controlling interest, or all 
the outstanding stock of the company? 

It is well established that a minority 
interest in a closely held company’s 
difficult to sell 


similar block of listed stock. Hence, the 


stock is more than a 
courts, in a number of cases, where the 
decedent’s interest was a minority in- 
determined that this fact 
detracted from the value of the stock. 
(de Guebriant Estate, 14 TC 611 Acq.); 
Helmers Estate, 9 TCM 524; Bishop Tr. 
Co. (Baldwin Estate) DC T.H. 4/28/ 
50.) By the same token, the fact that the 
stock was held in a voting trust was 


terest, have 


considered a depressing factor in A. J. 
Horlick. (62 F. Supp. 168.) 

Rev. Rul. 59-60 asserts that a control- 
ling interest may justify a higher value. 
This is fallacious. Unless the so-called 
controlling interest has at least 66.66% 
of the total votes it is alone not legally 
capable of several significant corporate 
actions. These actions include merger, 
consolidation, mortgaging, selling cor- 
porate realty and other assets outside of 
the regular course of business, or 
liquidating. Valuing a 50% interest in 
a two-man company is easy. Merely ask, 
“Who, in his right mind, would buy a 
one-half interest, while the other one- 


half is held by a stranger?” 


Marketing cost 


The marketing an estate’s 
stock has been allowed by the courts as 


cost of 


a reduction in value of from 10% to 
20%. (Drayton Cochran, 7 TCM 325; 
M. B. Hooper, 41 BTA 114; Estate of 
Bader, 172 F. Supp. 833.) 


Revenue Ruling 


Rev. Rul. veritable en- 
cyclopedia on the valuation of closely 
held corporate stock for estate tax and 
gift tax purposes. No general formula 


59-60 is a 


September 1960 


may be given that is applicable to the 
many situations arising in the valuation 
of such stock. However, the general ap- 
proach, methods, and factors which 
must be considered in valuing such 
securities are well outlined in this eight- 
page ruling. 


Weighted average 


Estate of Bader (172 F. Supp. 833) is 
a milestone case. At issue was the value 
of 77 minority shares of a grain, feed 
and elevator business. This case is sig- 
nificant because all parties agreed on 
two basic techniques. First was the use 
of weighted average: two for earning 
power basis, one for dividend capacity 
basis and for book value basis. 
Second was a discount for lack of mar- 
ketability. The court allowed 10%. 


one 


Litigation 

If a dispute involving the valuation 
of closely held stock goes to court, the 
certified public accountant is frequently 
qualified to testify as an expert witness. 
To avoid litigation, however, one should 
assemble all the relevant facts, analyze 
them carefully, and present them per- 
suasively — with special emphasis on the 
partisan factors. bas 


Faulty draftsmanship 
of will increases taxes 


eer DEDUCTIONS for charitable 
contributions can be lost to an es- 
tate because of imperfections in will 
draftsmanship that could easily have 
been avoided. This is exactly what hap- 
pened to an estate in California that 


had attempted through litigation to 
overcome the expensive tax conse- 


quences of bad draftsmanship (Utley 
Estate, DC Calif., 1960). 

In case the will of 
mother, who died in 1924, created a 
residuary trust. Among the purposes of 
that trust were the erection of a public 
park memorial, the cost of which “shall 
not exceed $50,000,” and a dormitory 
for the University of Utah, the cost of 
which not to exceed $200,000.” 
The decedent, who died in 1955, evi- 
dently had a taxable power over this 
trust, for its corpus was included by her 
executor in her gross estate. At issue 
was the deduction he took for the com- 
muted value of the two charitable be- 
quests, which had not yet matured. 

One of the requirements of a deduct- 
ible charitable bequest is that its amount 
be fixed or readily ascertainable.1 The 


this decedent’s 


“was 


court held that the words “not to ex- 
ceed” and “shall not exceed” were so 
uncertain that the deduction could not 
be granted. In so holding, the court 
cited Norris (134 F.2d 796, 1943) in 
which the Seventh Circuit held that a 
gift to a hospital of a sum not exceed- 
ing $5,000 was absolute for only one 
cent. Delbridge (89 F.Supp. 845, DC 
Mich., 1950) is to the same effect. Al- 
though the gifts to charity had not yet 
matured, evidence offered by the trustee 
indicated that he would cause the me- 
morial and the dormitory to be erected 
and that the beneficiaries would accept 
the gifts. The court held, however, that 
the uncertainty in the will could not be 
remedied by the trustee’s decision. 

There was a simple way for the de- 
cedent, uncertain as to the exact 
amounts that would be required but 
desirous of imposing a ceiling on these 
particular expenditures, to make _be- 
quests that would have achieved her pur- 
pose and would have qualified for the 
charitable deduction. She could have 
provided that the difference between the 
amounts imposed as a ceiling and any 
lesser amounts actually spent should be 
left to other charities either specifically 
named in the will or chosen by the 
trustee. In this way, definite amounts 
would have been committed to chari- 
table purposes, and no greater sums than 
$50,000 and $200,000 would have been 
spent for the specific projects which the 
testatrix had in mind. 

Discretion left to a trustee in alloca- 
ting unexpended funds among charities 
would not cause the estate to lose the 
deduction for bequests to charity. In 
Beggs (27 F.Supp. 599, Ct. Cls., 1939) 
the decedent’s will provided that the 
net proceeds of his estate be distributed 
among such charities as his executor 
and sister would determine. The court 
held that the estate was entitled to the 
charitable deduction, even though the 
will did not specifically name the chari- 
ties to which the estate would go or the 
amount to which each charity would be 
entitled. 

However, where discretion is left to a 
fiduciary to choose among charities, his 
duty to make the choice and the total 
amount to be contributed should be 
made clear. If the trustee is not under a 
legal duty to make charitable contribu- 
tions but is merely left discretion to do 


1 For a general discussion of this subject see “How 
Specific Must a Charitable Bequest Be to Be De- 
ductible?” by William Parsons, 16 N.Y.U. Annual 
Institute 923 (1958). 
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so, the deduction will be, according to 
the Norris case, denied even though such 
contributions are actually made. 
Another technique for solving the 
problem faced by the testatrix in this 
case would be to bequeath the total 


New estate tax & 


amount intended for charitable pur- 
poses to a tax-exempt charitable founda- 
tion established during the life of the 
testatrix. The trustee could then allocate 
the funds in accordance with the dece- 
dent’s known wishes. w 


gift tax decisions 





Bequest to member of religious order is 
not a charitable deduction. Decedent 
bequeathed a portion of his estate to 
his son, a member of the Society of 
Jesus, a religious order. The son had 
taken his first perpetual vows of poverty 
prior to the execution of decedent's 
will and his final vows of poverty be- 
tween the time of the execution of the 
will and decedent’s death. Under the 
Canon Law of the Roman Catholic 
Church and the Society of Jesus, any 
property bequeathed to a member of 
the society after profession of final vows 
of poverty must be transferred by the 
member to the society, and, in accord- 
ance with his vows, the son transferred 
to the society the property bequeathed 
to him under his father’s will. The Tax 
Court holds that 
tion was to be allowed. The court de- 


no charitable deduc- 


termined that the bequest was a bequest 
to an individual legatee, not one to the 
religious order. Barry, 34 TC No. 20. 


Half of community property in wife’s 
name includible in husband’s estate. 
All of the property owned by Mr. and 
Mrs. property 
prior to 1943, when they dissolved their 


Vogel was community 
family corporation and formed a limited 
partnership bringing in their son as a 
partner. In 1946 the business was again 
incorporated and the shares were equal- 
ly divided among the three partners. 
Other securities, an interest in an apart- 
ment building and a savings account 
were acquired in Mrs. Vogel’s name. 
The that the 
shares of stock of the family corpora- 
tion in Mrs. Vogel’s name and other 
assets which she held at the time of her 
husband’s death were community prop- 
and therefore one half the value 
was includible in his gross estate. The 
[ax Court agreed with the Commis- 
sioner. Although California law permits 
the conversion of community property 
into separate property by an oral or 
agreement, the evidence indi- 
cated that Mr. and Mrs. Vogel con- 
sidered all their property community 
property until his death. The decedent's 


Commissioner asserted 


erty 


written 


will stated that all property in which 
he and his wife had an 
community property; their income tax 
returns treated all their property as 
community property; and Mrs. Vogel 
told an Internal Revenue Agent that 
property in her name belonged both to 
her and to her husband. Vogel, CA-9, 
5/25/60. 


interest was 


Claim of ex-wife is deductible; it was 
founded upon divorce decree. In 1943 a 
decree 
adopted as a settlement provision a con- 
tingency agreement which had 
previously entered into by decedent and 
his then wife. The decree provided that 
decedent would leave one third of his 
estate to her, but when he died in 1955 
his will contained no provision for her. 


of divorce was entered which 


been 


The ex-wife brought suit and succeeded 
in establishing a valid claim to 
third of 
executors claimed a deduction for it as 


one 


decedent’s estate. Decedent's 


a debt and sued for an estate tax re- 
fund in the district court, which court 
held a refund allowable on the basis of 
Harris, 340 U. S. 106 (1950), which held 


that a claim based on a court decree of 


divorce is deductible. The court finds 
that the ex-wife’s claim here was 
founded on the divorce decree. Even 


though the contingency agreement had 
been entered into prior to the entry of 
the decree, it was incorporated into 
the decree by the state court and that 
court had the power to approve, dis- 
approve or modify the settlement agree- 
ment. Moak Estate (Florida 
Bank, Ex.), DC Fla., 4/4/60. 


National 


California widow’s allowance fails to 
qualify for marital deduction. Decedent, 
a resident of California, died leaving 
40% of the residue of his estate to his 
widow and the balance to his son. The 
court in which the probate hearings 
were pending entered an order granting 
the widow an allowance for her support 
during the period of administration, 
and pursuant to such order, $10,500 was 
paid to her. The executors claimed a 
marital deduction for the full $10,500, 


Estates, trusts & gifts * 141 
but 60% of such deduction was dis- 


allowed by the Commissioner as a ter- 
minable interest. The balance of 40% 
was allowed because she would, in effect, 
receive that percentage of the $10,500 
as beneficiary of 40% of the residue. 
The Ninth Circuit agrees with , the 
Commissioner and the Tax Court (30 
TC 812), that a California 
widow’s allowance is a nondeductible 
The 
estate 


holding 
terminable interest in property. 
term the 
assets; the support allowance is not prop- 


property encompasses 
erty but an interest in property, which, 
under California law, terminates or fails 
the death or remarriage of the 

Another interest in 
interest in the estate 
the and if the 
widow had died or remarried prior to 


upon 
widow. the same 
property, that is, 
assets, passed to son, 
receipt by her of the entire allowance, 
the have re- 
mained in the estate and 60% of such 
portion would have passed to the son as 
residuary beneficiary of 60% of the 
estate. Cunha, CA-9, 5/23/60. 


unpaid portion would 


Widow’s election of insurance interest 
option put proceeds into her estate. De- 
cedent’s husband died in 1937, owning 
four insurance policies on his life pay- 
able in a lump sum to her. She selected 
the interest option, and the proceeds 
were retained by the insurance company 
with only the interest being paid to her 
for her lifetime. In addition to the right 
to interest she retained the right to take 
down the proceeds. The district court 
held that the proceeds were includible 
in her gross estate as a transfer of prop- 
erty to which she had retained the right 
to income for life (1939 Code Section 
811(c)(1)(B), 1954 Code Section 
2036(a)(2)) and as a transfer where the 
enjoyment was subject at the date of her 


now 


death to change by her exercise of a 
retained power to alter, amend, revoke, 
or terminate (1939 Code Section 2038(a) 
(1), now 1954 Code Section 2038(a)(1)). 
The court reasoned that the ownership 
of the proceeds vested in the decedent 
at the death of 
election to leave the proceeds with the 


her husband and her 
insurer subject to a right to income and 
a right to withdraw principal was equiva- 
lent to a transfer of property owned by 


the decedent. Rundle, DC Ohio, 3/ 
30/60. 
German widow’s interest in her hus- 


band’s estate not taxable at her death. 
In 1927 decedent’s husband, a German 
citizen, died owning securities located 
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in New York. His will designated dece- 
dent, also a German citizen, as provi- 
sional or first heir and a son as rever- 
sionary or final heir. The securities were 
held in decedent’s sole name in accord- 
ance with German law, and after her 
death in 1954 the Commissioner asserted 
that the includible in 
her 
agreed with the Commissioner, however, 
pointing out that the husband’s will 
created legal relationships between de- 


securities were 


gross estate. The Tax Court dis- 


cedent and her son that were the Ger- 
man equivalent of a “life estate, with 
power to invade corpus in the widow 
the 
The securities became the property of 


and a remainder interest in son.” 
the son by operation of law under the 
provisions of the husband’s will. Nor did 
the power to invade affect the non-tax- 
ability of the securities, inasmuch as the 
power non-exercised pre-1942 


power. Zietz, 34 TC No. 35. 


was a 


Retained power to substitute trustees 
does not put trust into estate. Decedent 
established an irrevocable trust and re- 
tained a power to remove trustees and 
appoint successors. The Commissioner 
that the decedent 


asserted was to be 


considered as the 


given the trustee and the trust was in- 


possessing powers 
cludible in his gross estate as a transfer 
subject to a retained power to control 
The trustee 
authorized to make discretionary pay- 


beneficial enjoyment. was 
ments of principal “by reason of any 
emergency or by reason of any change in 
circumstances,” and administrative pow- 
ers included the power to charge ex- 
penses against principal and income as 
the trustee saw fit, to determine whether 
certain dividends should constitute in- 
come or principal, and to do all acts 
persons owning similar property might 
do. The Tax Court disagreed and, after 
having carefully considered the extent 
of the trustee’s powers, concluded that 
even if the decedent had substituted 
himself as trustee, the powers were not 
so broad as to permit him to materially 
vary the interests of the beneficiary. The 
trust property was not includible in de- 
cedent’s gross estate. Wurts, TCM 1960- 
102. 


Trust upheld despite faulty deed of gift. 
Donor executed a declaration of trust on 
December 29, 1953, which named a fos- 
ter child as beneficiary and covered 
“certain property described in Schedule 
A hereto attached.” No Schedule A was 
ever attached, but in his gift tax return 


* September 1960 


for 1953 the donor listed 121 shares of 
stock as a gift in trust under the declara- 
tion. The shares were in a custodian ac- 
count with a brokerage firm in the name 
of the donor, but after the date of the 
declaration he continued to receive the 
dividends, to treat them as his own, and 
to report them in his own personal in- 
come tax return. In 1955 the donor 
made additional gifts and in his gift tax 
return for that year took the position 
that no completed gift had been made 
in 1953. He claimed that he did not 
have to decrease his specific exemption 
by the value of the shares reported in 
the 1953 return. The Tax Court con- 
cluded, however, that on the basis of the 
evidence submitted the donor had failed 
to establish that a completed gift in trust 
was not made in 1953. He was required 
to decrease his specific exemption in 


computing the gift tax on the 1955 
transfers. Causey, TCM 1960-108. 
Contingent income right in old-law 


trust doesn’t put it in grantor’s estate. 
On June 4, 1932, decedent transferred 
securities and four insurance policies on 
her husband’s life to an irrevocable trust. 
The agreement provided that the in- 
come from the securities was to be used 





Grantor in fact retained control; he is 
taxable on income. [Old law] Taxpayer 
created four trusts for the benefit of his 
children and contributed cash to them. 
The trusts formed a partnership and in- 
vested in businesses related to taxpay- 
er’s. Though trustees were appointed, 
they were relatives and business asso- 
ciates who made taxpayer their attorney 
in fact to manage the businesses. The 
Court holds that under the Clifford rules 
the title irrelevant. It 
finds reasonable the Tax Court conclu- 
sion that the whole complex of trusts 
and partnership were part of a single 
scheme to channel taxpayer’s income 


niceties of are 


from one business purpose to another. 
[The 1954 Code in codifying the Clif- 
ford rules provides specific standards for 
the taxation of income to a grantor who 
retains specified controls of the trust.— 
Ed.| Goemans, CA-7, 6/3/60. 


Trust beneficiary not entitled to deple- 
tion on oil royalties retained by trust. 
Taxpayer is one of the income bene- 
ficiaries of a testamentary trust, which 


Income taxation of trusts & estates 


to pay the premiums on the. policies 
and excess income was to be paid to the 
settlor-decedent. In the event of the 
death of settlor’s husband, the insurance 
proceeds were to be invested and all the 
trust income paid to her. The trust prin- 
cipal was to be distributed to her son 
after her death and that of her husband. 
She died in 1954, predeceasing her hus- 
band. The Tax Court held that only the 
value of that portion of the securities in 
excess of the amount required to pro- 
duce income to pay premiums on the 
policies was includible in her gross 
estate. The value of securities required 
to produce income 
premiums and the 


sufficient to pay the 
value of the insur- 
ance policies were not includible. De- 
cedent would have not been entitled to 
receive income from the entire trust un- 
less survived her husband. Since 
transfer was made prior to June 7, 1932, 
the retained contingent right to income 


she 


that would have accrued if she survived 
the in- 
cludibility of the entitre trust in her 
gross estate. Her retained interest in the 
entitre trust was made expressly con- 
tingent upon her husband predeceasing 
her, which he did not. Arents, 34 TC 
No. 19. 


her husband did not result in 


had income from a ranching and cattle 
business it conducted and from oil royal- 
ties and bonuses from certain leases. The 
decedent’s will directed that income 
from oil royalties and bonuses be ac- 
cumulated and invested for the benefit 
of named remaindermen and that only 
the investments be 
distributed to the income beneficiaries. 
Taxpayer reported her share of the trust 
income but claimed a depletion deduc- 
tion, which the 
Under the Code, an income beneficiary 
of a trust is allowed a depletion deduc- 
tion only if the income subject to the 
depletion is distributable to the bene- 
ficiary. Here, only the income earned 
on the accumulated royalties was dis- 
tributable to taxpayer, not the royalties 
themselves. Sneed, 34 TC No. 47. 


income from such 


Tax Court disallows. 





*xkindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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Tax Court, in Harmon, again says 


LIFO changes need IRS approval 


by NICHOLAS T. DeLEOLEOS 


The Harmon case, showing the rigidity of the Tax Court position that changes in 


Lifo methods require approval, emphasizes the importance of administrative nego- 


tiations in this area. Unfortunately for the taxpayer, in the absence of Regulations, 


the IRS, Mr. DeLeoleos says, rarely accedes to requests for changes. He is hopeful 


that liberal Regulations will be forthcoming. 


A MAJOR CAUSE of the continuing dif- 
ficulty with tax consequences of 
Liro is the very small amount of judi- 
cial ruling governing its use. Consider- 
ing its widespread application today, 
and the large sums of tax money in- 
volved, the basic rules are in a remark- 
ably unsatisfactory state of development. 

It is natural that accounting literature 
should be full of Liro; it is a relatively 
new theory and many are the account- 
ing experts who do not embrace it with 
the warmth that taxpayers do. After all, 
last-in, first-out hardly conforms to nor- 
mal shop-keeping practice. But following 
on the heels of the accounting thinkers 
who brought Liro to respectable adult- 
hood is the somewhat grudging toler- 
Liro by the Treasury, with 
what must be regarded as its dragging- 
of-its-administrative-feet. And the courts, 
having spoken infrequently, make the 


ance of 


course of the taxpayer no easier. Such 

is the result of the Tax Court’s new 

decision in Harmon (34 TC No. 32). 
Harmon few other court 


interpretations that do come down are 


and _ those 


studied intently by practitioners who are 
faced daily with the problem of attempt- 
ing to coordinate the often conflicting 
requirements of the technical, changing, 
and practical-minded business world and 
the “permissive-minded” Internal Rey- 
enue authorities. 

Last year the first hearing of the Klein 
Chocolate Co. case (32 TC 437) spelled 
out a marked distaste on the part of 
both and the Internal 


the Tax Court 


Revenue Service for the over-blending 
possibilities of single-pool dollar-value 
Liro computations, and this year a com- 
parable disapprobation for a reduction 
of the number of categories or pools 
has been manifested (Harmon). 

F. S. Harmon Manufacturing Com- 
a manufacturer of furniture, elect- 
ed to use the Liro method with its re- 
turn for the year ended November 30, 
1941. The taxpayer had in excess of 
10,000 different items in its inventory. 
These were combined into some 336 in- 
dividual pools for purposes of 


pany, 


Liro 
computations, which were on a quantity 
basis. The precise method of grouping 
and a full description of the method 
adopted was disclosed with its applica- 
tion. This quantity method was consist- 
ently followed through the year ended 
November 30, 1950. Apparently during 
this period it had been observed that 
the numerous pools made the computa- 
tions cumbersome and impractical. In 
addition, the court’s opinion indicates 
that, in spite of the relatively large num- 
ber of groups, a great degree of precision 
was not achieved in the valuation of the 
inventory. For example, wooden bed- 
room benches made of solid wood were 
included in one group, notwithstanding 
they differed in size, shape, style, and 
The 
items within a group, accordingly, could 


material used. cost of individual 
vary substantially, with a resulting dis- 
tortion ip income. 

Following the decision in Hutzler 


Brothers Co. (8 TC 14) and Edgar A. 
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Basse (10 TC 328), the Regulations were 
amended so as to recognize the dollar- 
value method of valuing inventory (TD 
5756, 1949-2 CB 21). Upon this develop- 
ment the taxpayer apparently saw an 
opportunity to place itself on a more 
convenient and possibly sounder inven- 
tory valuation basis. For purposes of its 
return for the year ended November 
30, 1951, it computed its ending inven- 
tory on a dollar-value basis, using nine 
pools, determined by taxpayer to be 
natural in relation to the nature of its 
business. No adjustment to the begin- 
ning inventory value for the year of 
change is reported in the decision. The 
original inventory value at the begin- 
ning of the year, as a matter of mechan- 
ics, was divided into the aforementioned 
nine natural pools. 

This procedure was objectionable to 
the Internal Service because 
apparently it ignored the distinction 
between 1941 base costs and subsequent 


Revenue 


costs of any increments arising during 
the ten-year period. This obliteration of 
previously established inventory values 
might have worked to either the advan- 
tage or the disadvantage of the taxpayer. 
Had the bases and increments been pre- 
served in connection with the recompu- 
tations on the dollar-value method, it 
is possible the court would have favored 
the taxpayer. Possibly there might not 
have been a court case. 

If the ending inventory had been 
valued on the prior basis it would have 
amounted to $1,558,676.03. Under the 
revised calculations the inventory was 
$1,458,139.66—a reduction of approxi- 
mately $100,000. The Internal Revenue 
took exception to this, and 
Judge Drennen in his decision, filed 
May 25, 1960, ruled that a change in 
accounting method without permission 
had been effected and that this would 
not be permitted. Absent permission to 
change, Harmon was required to follow 
the method precisely as set forth in its 
Liro application of 10 years before. The 
Tax Court report indicates that the tax- 
payer had neither obtained nor attempt- 
ed to obtain approval for its change 


Service 


from the quantity basis to the dollar- 
value basis. This appears to have been 
the essence of the decision in Harmon. 


Permission needed for change 


Section 446(e) of the 1954 Code re- 
quires that permission be secured from 
the Secretary or his delegate prior to a 
change in the basis of computing in- 
come. There was a comparable provision 
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a member of the Tax Department of 
the accounting firm of Arthur Andersen 
& Co., Chicago. He was formerly a Field 
Agent with the IRS in Chicago and also 
was associated with the Regional Rene- 
gotiation Board.| 





in the 1939 Code, and the regulations 
thereunder (Section 29.41-2, Regulations 
111) indicated that a change in the 
includes, “A 
change involving the basis of valuation 
employed in the computation of inven- 


method of accounting 


tories. .4..% 

The regulations also require that a 
taxpayer his 
method of accounting must make appli- 
cation therefor to the national office in 
Washington within 90 days of the begin- 
ning of the taxable year for which the 
change is to be effective. Some changes 
are allowed almost as a matter of course; 
for example, the change to the reserve 
doubtful Often, 
however, where significant decreases in 
involved, 
for change are either denied or there 


who wishes to change 


method for accounts. 


taxable income are requests 
are special requirements imposed having 
the effect of mitigating the reduction in 
tax revenues. 

* Owing to the absence of regulations 
respecting the dollar-value method, it is 
believed that requests for changes in 
dollar-value Liro 
would not ordinarily be fruitful. It is 


methods involving 
understood, in fact, that in the Harmon 
case its representatives wished to obtain 
permission in accordance with establish- 
ed procedures but were balked by a 
proposed condition that the same num- 
ber of pools be employed under the 
method as had been 
the quantity 
This, of course, would not constitute an 


dollar-value em- 


ployed under method. 
improvement for the taxpayer, and al- 
though it is not clear whether the re- 
quest was withdrawn or simply aban- 
doned, no official record thereof appears 
in the report of the decision. Faced with 
road-block, 
nonetheless, to effect the change, choos- 


this taxpayer proceeded, 


ing 
that, up to the time it made its change, 
it- had been clear that the dollar- 


value method was an acceptable one. 


apparently to rely upon the fact 
not 


Very often, of course, when new regu- 
lations are promulgated, taxpayers are 
authorized to modify their methods and 
procedures, amend returns, or do what- 
ever else is necessary to bring themselves 
within (or take themselves without) the 
scope of the new regulation. Commonly 
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a period of 90 days is permitted to ac- 
complish this. In TD 5756, however, no 
provision for changes from the quantity 
method to the newly acknowledged dol- 
lar-value method was stated or implied. 
Although it might have been equitable 
to permit taxpayers generally to switch 
over in the light of the prior confusion 
respecting the dollar-value method, 
there is no statutory or regulatory auth- 
ority for so doing. 

in Harmon makes it 
very clear that taxpayers desiring a 
change in their Liro inventory method 
will not fare well in the Tax Court. The 
answer, of course, is that satisfactory 
modifications must be worked out at the 
administrative level. In the ordinary 
case, if the facts are fully known, it 
would seem that the Internal Revenue 
authorities have sufficient authority to 
authorize very substantial modifications 
of methods. Decisions such as the one in 
Harmon and the decision in Klein are 
somewhat unfortunate developments, 
however, in that they tend to create an 
artificial strictness in this area. 


The decision 


Regulations not yet issued 


Present regulations permit any me- 
thod of Liro computation established 
by the 
adaptable to the purpose and intent of 
the This apparently broad 
authority vested in Treasury Depart- 
potentially 
limited by restrictive decisions such as 
those in Klein 
luctance fully to accept procedures de- 
special situations 
already been noted. 


Commissioner as_ reasonably 


statute. 


ment representatives is 


and Harmon. Some re- 


veloped for has 

A year ago your author optimistically 
expressed the opinion that regulations 
would be issued shortly (11 JT AX 258). 
The task of formulating rules adequate 
to regulate the unlimited ramifications 
of the dollar-value Liro method 
have proven too formidable. This au- 
thor believes that'the regulations should 
be so framed as to recognize the scien- 
tific character of inventory matters and 
should be broad enough to permit such 
alterations in methods, including num- 
ber and contents of pools, as can be 
justified by intelligent and complete 
consideration of such factors as substi- 
tution of materials and changes in man- 
ufacturing techniques. Requests for 


may 


modifications resulting in sounder me- 
thods actually acknowledged by incor- 
poration in the taxpayer’s cost system 
should be freely accepted, even encour- 
aged. The immediate effect on taxable 





income should not be overemphasized 
either by Treasury Department repre- 
sentatives or by taxpayers. In cases 
where a disproportionate amount of tax 
increase or reduction would result, both 
sides should be willing to work out an 
agreement spreading out the effects. De- 
centralization of the rulings function 
respecting inventory matters would 
represent a big step toward facilitating 
communication between Treasury and 
taxpayer. Differences of opinion are 
likely to be less frequent if all the 
facts are fully developed and known 
to both sides. This would ordinarily be 
easier to achieve at the local level. * 


Treasury commences survey 
of depreciation practices 
THE TREASURY, DEPARTMENT has just 


mailed its questionnaire on depreciation 
to some 2,700 corporations. ‘This is the 


, beginning of the long-heralded effort to 


find out what business really thinks 
about depreciation and to find out what 
businessmen really want in the way of 
depreciation rules. 

The text of the questionnaire is re- 
produced herewith. Tax men or corpo- 
rations who were not selected by the 
Treasury to receive a copy may tear out 
the reproduction, fill it in, and mail to 
THE JOURNAL OF TAxaTION. We will 
forward to the Treasury, where it will 
be analyzed separately from replies to 
the official forms. 

The Treasury would like to have as 
many replies as possible so as to deter- 
mine what write-off methods are being 
used, how much is invested in depre- 
ciable property, whether tax and book 
depreciation agree, etc. In addition to 
these factual inquiries, opinion is so- 
licited on the adequacy of current de- 
preciation allowances, the desirability 
of permitting free business judgment as 
to useful lives, and classification of assets 
into broad groups for faster deprecia- 
tion than permitted in Bulletin F. Busi- 
nessmen are also asked if they would be 
willing to use the same method for both 
tax and accounting purposes and if they 
would accept ordinary income tax rather 
than the current capital gain tax on 
profits from selling depreciated property 
if they were allowed higher depreciation 
allowances. 

Under Secretary Fred C. Scribner, Jr., 
in his letter of transmittal, said that in 
the past two or three years many pro- 
posals for changes in the tax laws relat- 
ing to depreciation have been placed 
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TREASURY’S QUESTIONNAIRE ON DEPRECIATION MAILED TO 6,000 COMPANIES 


Readers may tear out, fill in, and mail to The Journal of Taxation, 147 East 50th Street, New York 22, N. Y. 


(See article on preceding page). 


Budget Bureau Number 48-6001 Approval expires March 31, 1961 





U. S. TREASURY DEPARTMENT - DEPRECIATION SURVEY 


FOR TREASURY USE 





QUESTIONNAIRE 


(Explain items checked where appropriate - Use separate sheet for comments) 








NAME AND ADDRESS OF FIRM 





. Check any of the new methods permitted under the Internal Revenue Code of .1954 for tax purposes which you 


are using for any significant part of your assets. 








Cla. THE DOUBLE DECLINING BALANCE (Je. THE SUM OF THE YEARS- DIGITS 
d. ENTER THE YEAR YOU FIRST ADOPTED ANY OF 
[_]e. OTHER (Specify) THESE METHODS 19 
2. Have you elected to use the additional first-year depreciation allowance provided -under the Small Business 
Tax Revision Act of 1958? 
le a. YES [Jp. NO c. IF **YES,*’* PLEASE ENTER THE AMOUNT OF THIS DE- 
DUCTION FOR THE MOST RECENT YEAR (In thousands) $ 
3 


. If a material change was made in the estimated useful lives of your depreciable assets for tax purposes since 


December 31, 1953, please enter the year the change was made. 


a. 19 





CHECK IF THE USEFUL LIVES WERE MADE ([_]b. LONGER (Jc. SHORTER 





. If a material change was made in the estimated salvage value of your depreciable assets for tax purposes 


since December 31, 1953, please enter the year the change was made. 


a. 19... CHECK IF THE SALVAGE VALUE WAS a b. INCREASED C] c. DECREASED 





+ Do you think the present allowances for depreciation for tax purposes are reasonably satisfactory? 


(a. ves L_]b. No [ Jc. DON’T KNOW 





. If, in your opinion, you should have taken more depreciation than was allowed for tax purposes in the most re- 


cent year to maintain your investment in depreciable property and to provide for obsolescence, please fill out 
the following items: 








a, AMOUNT YOU ESTIMATE WOULD HAVE MET YOUR REQUIREMENTS (In thousands) ...... $ 
b. ACTUAL DEPRECIATION AND AMORTIZATION DEDUCTION ..........c..csccccsecesseecececnseseeeneseee 
ee, WON IE cases ones sts aha onans.co hs casashoees an Mein edna ah eaenedibieshdabtbssecacenbeneeee tiene $ 





@ 





. How did your capital expenditures on depreciable property since Banidiber 31, 1953 compare with your depre- 


ciation deductions for the same period? 

















a. CAPITAL EXPENDITURES ON DEPRECIABLE PROPERTY SINCE 1953 (In thousands) ........ $ 
b. DEPRECIATION..... ae 

c. AMORTIZATION oe 

d. TOTAL DEPRECIATION AND AMORTIZATION SINCE 1953 -.-.-.-0---cce-ceseceesceseceseeceseeneenees 
©. DIFFERENCE  ........--.arccnerensvscssscnsecssecsssseseresssoessnensenesnecees EIA NSE Sea tbe LS. $ 








‘ If you t think your “deductions for depreciation a are » inadequate, what are the major reasons for this opinion? 


(Check one or more of the following) 
a. USEFUL LIVES REQUIRED FOR TAX PUR- aS 
{ POSES TOO LONG |_}b. INADEQUATE ALLOWANCE DURING EARLY YEARS 


| c. CHANGE IN PRICE LEVELS [| _]d. OTHER (Specify) 








r If you think that the present tax treatment of depreciation should be changed, indicate your first choice by en- 


tering ‘'l’’ in the space provided and your second choice by entering ’’2‘’ in the space provided. Place a 
check mark in the space provided for any of the other methods which you favor. (If you so desire, please ex- 
pand on any measure you favor.) 








a. ALL DEPRECIABLE ASSETS GROUPED INTO BROAD-CLASS CATEGORIES WITH GENERALLY SHORTER 
___MINIMUM LIVES PRESCRIBED BY STATUTE 





b. FURTHER ACCELERATION DURING EARLY PART OF LIFE OF ASSET, SUCH AS TRIPLE DECLINING BAL. 





c. SOME FORM OF DEPRECIATION ADJUSTMENT TO REFLECT INCREASED PRICE LEVELS (See Question 10) 





14, ! ‘= FURTHER EXTENSION OF ADDITIONAL FIRST-YEAR DEPRECIATION ALLOWANCE 





e. ». FREEDOM ‘TO FOLLOW OWN “JUDGMENT AS TO LIVES AND METHODS (Consistently applied) 





f. “ISSUE ANEW REVISED BULLETIN ‘'F’’, FOR CONTINUED USE AS A GUIDE ONLY. 











g- LEGISLATION AUTHORIZING A DETAILED CLASSIFICATION OF ASSETS ALONG THE LINES OF BULLETIN 
“Fe, TO BE PRESCRIBED FOR GENERAL USE SUBJECT TO A STATUTORY PERCENTAGE LEEWAY AS TO 
USEFUL LIVES OR DEPRECIATION RATES 





h. A SELECTIVE PROGRAM OF ACCELERATED DEPRECIATION FOR PARTICULAR INDUSTRIES OR LINES OF 
BUSINESS WHICH MAY DEMONSTRATE A NEED FOR ENCOURAGEMENT IN THE NATIONAL INTEREST (For 


example, special shortened service lives for railroad equinment and rolling stock, textile machinery, or depreciable 
assets used in producing for export) 





i. OTHER (Explain briefly) 








For Treasury Use - 
Do not write in 
this space 
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diffic 
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| Mr. | 
QUESTIONNAIRE (Continued) solely 
surve 
10. If you favored method (c) in question 9, which of the following alternatives would be the most suitable? : 
(Check one) TI 
— oper; 
La. REINVESTMENT DEPRECIATION ALLOWANCE WHICH WOULD PERMIT THE DIFFERENCE BETWEEN THE } P ° 
ORIGINAL COST AND THE CURRENT REPLACEMENT VALUE OF THE OLD ASSET TO BE DEDUCTED im f mint 
MEDIATELY WITH ADJUSTMENT OF THE DEPRECIABLE BASIS OF THE NEW PROPERTY } age ¢ 
ei | fessic 
[ b. DEPRECIATION WHICH WOULD ALLOW THE TAXPAYER TO CLAIM ANNUAL DEPRECIATION BASED ON ORIGI- sulte 
NAL COST ADJUSTED FOR CHANGES IN THE PRICE LEVEL F ¥ 
The 
[ le. OTHER (Specify) | gress 
} form 
11. How does the amount of depreciation for book purposes compare with depreciation taken for tax purposes in ee 
the most recent year? (Check only one) schec 
[_]a. ABOUT THE SAME [_]b. MORE (le. Less some 
ing, 
12. If there are differences, are they caused by: (Check one or more) : of 
ity 
[_Ja. CAPITALIZATION OF DIFFERENT AMOUNTS? made 
tion 
[_]b. DIFFERENCE IN USEFUL LIVES? aie 
DIFFERENCE IN DEPRECIATION METHODS (For example, straight line for book and double declining balance for plies 
Ce. tax purposes)? IF ITEM 12c. WAS CHECKED, DO YOU SET UP DEFERRED TAX RESERVES OR MAKE OTHER Certz 
BOOK ADJUSTMENTS FOR THE CURRENT TAX DIFFERENCES RESULTING FROM THE NEW METHOD? , 1 
the 1 
]« ves [_] ut) No the | 
\ 
[ Ja. PRICE LEVEL ADJUSTMENTS FOR BOOK PURPOSES? 
[ Je. OTHER? (Specify) Al 
13. If depreciation were liberalized along the lines you favor, would you be willing to: chi 
a, GENERALLY CONFORM BOOK AND TAX DEPRECIATION 
ACCOUNTING PRACTICES? [ ]«) ves [_] (41) NO 
D 
b. FOREGO CAPITAL GAINS BENEFITS ON DISPOSALS OF ‘ 
DEPRECIABLE PROPERTY TO THE EXTENT OF DE- k 
PRECIATION PREVIOUSLY TAKEN? L] « ves [_] i) NO ing f 
being 
c. WOULD LIBERALIZED DEPRECIATION MATERIALLY 7 
INFLUENCE YOUR INVESTMENT DECISIONS SO AS TO Tax 
INCREASE YOUR CAPITAL EXPENDITURES? (Please c ciatic 
explain briefly the reasons for your answer to 13c.) { ] «@ Yes [_] 41) No hs 
ingto 
14. Do you expect future rates of obsolescence on your depreciable property to increase significantly? of th 
oy ject 
[ ja. YES ‘a |b. NO (If **Yes,”’ please explain reasons for expected change) J 
7 so C 
Supre 
tors, 
Corp 
15. Please complete the following summary schedule on the firm's dispositions of depreciable property during the most recent year. will 
Cong 
(Please round the figures to the nearest thousand and adjust items so that they add to totals) dedu 
visior 
AMOUNT OF 
NET wer ena tee ae ) SALVAGE AND of a 
F ORIGINAL ACCUMULATED SALVAGE SALES PROCEEDS chan 
‘TEM cost DEPRECIATION AND SALES CREDITED TO 5 ang 
PROCEEDS DEPRECIATION tion ; 
CAPITAL ORDINARY RESERVE 
the S 
(1) (2) (3) (4) (5) (6) tions 
a. BUILDINGS AND Shoul 
STRUCTURES Sectic 
b. MACHINERY, EQUIPMENT will 
AND OTHER recon 
Hous 
ec. TOTAL : 
tion 
eo cesses Form 1.D. 2795-A (rev. 6-60) 
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before the Congress. In studying these 
proposals, the Department has found it 
dificult to evaluate them because of a 
lack of adequate statistical information. 
Mr. Scribner also said that the data are 
solely for the purpose of the statistical 
survey and will be held in confidence. 

The study is being conducted in co- 
operation with the Small Business Ad- 
ministration to assist in effective cover- 
age of small business. Business and pro- 
fessional organizations have been con- 
sulted in the development of the survey. 
The tax-writing committees of the Con- 
gress have also been kept closely in- 
formed as to its objecitves. 

Yoday’s initial mailing of statistical 
schedules and questionnaires will go to 
some 2,700 corporations in manufactur- 
ing, nonmanufacturing, and public util- 
ity fields. A subsequent mailing will be 
made by the Small Business Administra- 
tion to a larger number of smaller busi- 
ness firms. Altogether, about 6,000 re- 
plies to the questionnaire are expected. 
Certain statistical schedules going to 
the larger enterprises will be omitted in 
the the 


case of smaller businesses in 


order to minimize their task in supply- 
ing the requested information. 

The Treasury is assuring all that the 
survey information is confidential and 
will not be available to the Service. 

The completed survey forms are to 
be filed by September 1, and the Treas- 
ury hopes to have summaries ready for 
Congress when the 1961 session opens. 
It will be interesting to compare the 
new figures on the use of accelerated 
depreciation with those for 1957-1958, 
which showed that about 70% of the 
total depreciation on both old and new 
assets was computed by the straight-line 
method, 16% by the declining-balance 
method, and 11% by the sum-of-the- 
year’s-digits method. (Statistics of In- 
come 1957-58, Corporation Income Tax 
Returns, available for $1.50 from the 
Superintendent of Documents, Govern- 
ment Printing Office, Washington 25, 
D. C.) Latest figures show that only 21% 
of all corporations were using fast-de- 
preciation methods four years after they 
were permitted. The largest users were 
manufacturers (31%) and the smallest 
were insurance firms (16%). ¥ 


ABA Tax Section may urge depreciation 


changes; replacement 


A PRESSURE for basic changes in 
depreciation for tax purposes is ris- 
ing from the attention to this problem 
being given later this month by the 
lax Section of the American Bar Asso- 
ciation at its annual meeting in Wash- 
ington. Coming, as it does, in the midst 
of the Treasury’s big study of the sub- 
ject (see preceding pages), and following 
so closely on the critically important 
Supreme Court decisions in Massey Mo- 
Inc.; Robley Evans; The Hertz 
Corporation (13 JTAX 66), the Section 
will that 
Congress permit increased depreciation 
deductions by making fundamental re- 
visions in the law, including adoption 
that offset price-level 
changes. The Committee on Deprecia- 


Ors, 


consider a recommendation 


of allowances 


tion and Amortization is proposing that 
| the Section formally adopt recommenda- 
jtions for legislation along these lines. 
Should the proposals be adopted by the 
Section, and it is expected that there 
will lively debate them, the 
recommendations will go to the 
\ sag? of Delegates of the Bar Associa- 


be on 


then 


tion and, if there approved, would be 


and salvage affected 


placed before Congress as the official 
recommendations of that influential 
body. The next session of Congress, 
having before it the results of the cur- 
rent survey on depreciation practice and 
opinion, is almost certain to spend some 
time on the problem, and the action of 
the American will be 
watched with great interest. Our next 
issue will report the position taken by 
the Section of Taxation and the House 
of Delegates. 

At the 1959 meeting of the Section of 
Taxation the Committee on Deprecia- 


Bar Association 


tion and Amortization reviewed the de- 
preciation problem. The Section then 
voted that the committee reconsider and 
submit with its report in 1960 proposed 
legislative changes. The committee’s re- 
port, published in June in preparation 
for submission at the August meeting of 
the Section, four recommenda- 
tions for change in the fundamentals of 
depreciation: 

1. Price-level depreciation 

2. Bracket-grouping basis 

3. Short recovery periods 

4. Initial recovery allowances 


makes 
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The committee does not recommend any 
one or any combination of these pro- 
posals. It does consider them all as 
desirable methods of achieving modern- 
ization and expansion of productive fa- 
cilities, which it sees as the goal. 

“There is one object in all these pro- 
cedures—the conformation of the Inter- 
nal Revenue Code definition of taxable 
income to meet the needs of the com- 
petitive national economy. It is our 
recommendation,” the committee said, 
“that the American Bar Association urge 
this basic and primary objective upon 
the Congress and that, in the adoption 
of means to attain this objective, the 
Association urge Congress to utilize any 
one or a combination of the proposals 
herein endorsed.” 

In addition to these four fundamen- 
tal proposals, the committee also urges 
the Section to recommend: 

1. Disregarding salvage value 

2. Ending of capital gains on sales of 
depreciable equipment. 


Price-level depreciation 


The committee recommends that de- 
preciation allowances reflect price level 
changes. ““The allowance of a deprecia- 
tion deduction based on historical cost,” 
it says, “does not properly measure the 
cost of the consumption of depreciable 
business properties due to inflation, and 
it is accordingly proposed that the basis 
of depreciable business property for the 
purpose of the annual depreciation de- 
duction be restated each year in terms 
of the then purchasing power of the 
dollar.” 
of 


the method 


price-level depreciation favored by the 


Under computing 
committee, the taxpayer would: 

1. Revalue the plant by means of an 
appropriate index. The index would be 
applied to historical cost. 

2. Deduct past depreciation from re- 
valued plant base. 

3. Divide (2) by remaining life to de- 
termine the current year’s depreciation 
charge. 

4. Follow the same procedure in sub- 
sequent years. 
the 
method of computation, it offers alter- 


Although committee favors this 
native methods to the Section for con- 
sideration. However, the committee re- 
jects cost depreciation, which would ad- 
just the otherwise-computed deprecia- 
tion allowance by an index, because this 
method fails to make up underdeprecia- 
tion for prior years. The committee 
criticizes reinvestment depreciation as 
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making correction in the year of retire- 
ment rather than during the years of 
service. 

The preferred method would apply 
“whatever method of depreciation the 
Congress deems appropriate to the his- 
torical cost of assets restated for the 
current year’s price level in order to 
arrive at the current year’s cost of con- 
sumption of assets in the determination 
of the current year’s income and in the 
levying of a current year’s income tax. 

“The proposal does not interfere with 
historical cost record keeping in the 
taxpayer's accounts, but it makes a real- 
istic adjustment in basis for the change 
in the price level. 

“The determination of index factors 
is... left to the Secretary of the Treas- 
ury ... It is expected that Congress... 
will lay out the desired pattern of in- 
dex determination.” 


Bracket grouping of useful life 


The second of the four fundamental 
proposals calls for the adoption of a 
bracket-grouping system of depreciation, 
similar to the Canadian. It would add 
a new Code section dealing with useful 
life. The Secretary of the Treasury 
would be required by it to divide all 
property into not more than 20 classes 
and to assign a range or bracket of use- 
ful life to each class. The range would 
be the maximum and the 
lives, and taxpayers would be permitted 
to use any life in the range. In setting 
the brackets, the proposed new provision 
of the Code would direct the Secretary 
of the Treasury to take into account 
probable future obsolescence and the 
public interest in encouraging the ex- 
pansion, modernizaiton, and improve- 
ment of plant and equipment. 

This proposal, the committee says, is 
directed at the present practice of de- 
termining useful lives on a case-by-case 
basis with primary attention to the tax- 
payer’s historical pattern of acquisitions 
and retirements and without adequate 
consideration for the vastly important 
factor of obsolescence. 
“This proposal contemplates . that 
probable future use and obsolescence 
rather than past depreciation practices 
shall be determinative in establishing 
useful lives.” ; 


minimum 


tec hnological 


Short recovery periods 


The third of the four proposals the 
committee urges be adopted would pro- 
vide a fixed maximum for useful lives. 
The committee notes that many bills 


September 1960 


have been introduced in Congress look- 
ing toward the inclusion in the Code 
of specified periods over which depreci- 
ation recoveries would be authorized. It 
suggests 10 years for personal property 
and 20 for real property. The commit- 
tee, however, does not endorse that par- 
ticular timetable. It does urge the adop- 
tion of this kind of provision, either 
alone or in conjunction with the other 
recommended economic depreciation 
proposals. 


Initial recovery allowances 


This proposal would remove the $10,- 
000 limitation now in Section 179 of the 
Code. This section permits, in addition 
to ordinary depreciation, an allowance 
of 20% of the cost of tangible personal 
property in the year of acquisition. But 
the additional allowance may now be 
taken only for the first $10,000 of prop- 
erty acquired in a given year. The in- 
tention of Congress was to aid small 
business and, indeed, Section 179 is 
titled ‘‘Additional First-Year Deprecia- 
tion Allowance for Small Business.” The 
Tax Section committee believes that all 
business should be allowed this incen- 
tive. 


Salvage changes 


“The present requirement that the 
amount of gross salvage and costs of re- 
moval expected to materialize over a 
range of many years after acquisition of 
an asset be estimated at the time of 
acquisition and spread over the esti- 
mated life by adjustment of deprecia- 
tion rate or basis,” the committee says, 
“imposes a determination even less cer- 
tain of accuracy than the estimates of 
useful lives. It is impossible to estimate 
the effect that inflation and other eco- 
nomic factors will have upon the cost 
of labor and materials in the distant 
future.” The committee, therefore, rec- 
ommends that salvage be eliminated as 
an adjustment to the depreciation base 
and notes that its concurrent. proposal 
to eliminate capital gain on sale of de- 
preciable property will protect the rev- 
enue. Salvage income and costs of dis- 
mantling would, under its proposal, be 
included in the computation of ordinary 
income. 


computation that would otherwise arise, 
the committee would make this change 
applicable only to property acquired 
after its enactment. 

Lower rates on capital gains than on 
ordinary income may be justified, so 


far as nondepreciable property is con- 
cerned, as compensation for price-level 
changes and to offset bunching of ap- 
preciation accumulation over a period 
of years into one year’s taxable income 
at high rates. However, if the other pro- 
posals of the committee to allow depre- 
ciation deductions corrected for price- 
level changes are made, then, the com- 
mittee says, it is proper to end the 
capital gain on sale of depreciation 
assets. However, economic deprecia- 
tion might not offset inequity in in- 
voluntary conversions in which gain or 
loss is recognized. These are not normal 
business transactions. Consequently, the 
committee would not. exclude involun- 
tary conversions from the protection of 
Section 1231. 


Need for change 


In summary, the committee charac- 
terizes as ineffective and inadequate the 
accelerated depreciation allowances per- 
mitted by the 1954 Code. It feels that 
the revenue system must offer encour- 
agement to industry to modernize and 
expand its equipment. Coordination of 
our tax system in the struggle to meet 
economic goals is not unusual. 

“Such policy objectives have entered 
into the tax pattern in the United 
States on many occasions. As illustra- 
tive, amortization provisions completely 
unrelated to life expectancy were adopt- 
ed as incentive measures in three wars. 
... It is not the committee’s purpose to 
recommend selection of any one or any 
particular combination of the proposals 
herein presented. They are not all mutu- 
ally exclusive, and Congress may con- 
sider that some combination of medi- 
cines is better than a single ingredient.” 

This and other recent developments 
in depreciation suggest that the sub- 
ject is in for critical re-examination in 
the next few months. w 


Vacation pay swept 
under the rug again 


IN THE ABSENCE OF TREASURY ACTION to 
solve the vacation pay problem, Con- 
gress has again taken the easy way out 
and merely extended to 1963 the effec- 
tive date of Rev. Rul. 54-608. The ac- 
crued vacation pay provision was tacked 
on to H.R. 11405, dealing with can- 
celled debts of bankrupt railroads, and 
became P.L. 86-496. 

The unpopularity of Rev. Rul. 54-608 
stems from the stringency of its provi- 
sions in contrast to the liberal rules of 





rs 








has ih 
accru 
regar 
ploye 
crual 
with 
clear] 
able 
curac 
Or 
54-60 





Build 
age ¢ 
occasi 
ing c 
procu 
nanci 
and \ 
purch 
furni: 
Taxp 
and ; 
finan 
payer 
from 
and n 
user ¢ 
consti 
contri 
it to ] 
report 
finds | 
on th 
lar bu 
theref 
marily 
affirm: 


Forfei 
ages 1 
payer 
an aj 
When 
tract, 
court 
taxab] 
be tre 
was 
asset. 


Buildi 
come « 
buildi 
contra 
on the 
as a ( 
bough 
erty: 
ment 





n- 


nal 
the 
n- 


of 


‘ac- 
the 
er- 
hat 
yur- 
ind 

of 


eet 


red 
ited 
tra- 
tely 
Opt- 
ars. 
e to 
any 
sals 
utu- 
con- 
edi 
nt. 
ents 
sub 


n in 


IN to 
Con- 

out 
effec 
e ac- 
icked 
can- 


and 


4-608 


srovi- 


les of 


I.T. 3956, under which employers may 
accrue vacation pay in advance without 
regard to exact liability for each em- 
ployee. Under the postponed ruling, ac- 
crual could not occur until liability 
with respect to specific employees was 
clearly established and the amount cap- 
able of computation with reasonable ac- 
curacy. 

Originally issued in 1954, Rev. Rul. 
54-608 roused such a storm of protests 





Builder has ordinary income on pack- 
age construction. Taxpayer, a builder, 
occasionally engaged in package build- 
ing construction. In that kind of job he 
procures the building site, obtains fi- 
nancing, does the actual construction, 
and delivers the finished project to a 
purchaser. Here, taxpayer was asked to 
furnish a warehouse on a package basis. 
Taxpayer purchased land in his name 
and arranged for financing. Since the 
financing arrangements required it, tax- 
payer obtained a purchase commitment 
from Prudential Insurance Company 
and negotiated a lease with the ultimate 
user of the warehouse. Taxpayer then 
constructed the building through his 
controlled construction corporation, sold 
it to Prudential subject to the lease, and 
reported capital gain. The Tax Court 
finds that taxpayer has ordinary income 
on the ground that he was in the regu- 
lar business of package construction and 
therefore the asset sold was held pri- 
marily for sale to customers. This court 
affirms. Heebner, CA-3, 6/23/60. 


Forfeited deposit was liquidated dam- 
ages taxable as ordinary income. Tax- 
payer received a deposit of $15,000 under 
an agreement to real property. 
When the buyer defaulted on the con- 
tract, taxpayer retained the deposit. The 
court holds it was liquidated damages 


sell 


taxable as ordinary income. It could not 
be treated as capital gain, since there 
was no sale or exchange of a capital 
asset. Mechanic, TCM 1960-126. 


Building contractor has ordinary in- 
come on unimproved land purchased for 
building purposes. Taxpayer, a building 
contractor, would purchase lots, build 
on them, and sell the buildings and lots 
as a complete package. He had never 
bought and sold any unimproved prop- 
erty. Taxpayer entered into an agree- 
ment with a doctor to buy a lot and 


New accounting decisions this month 


that it was postponed several times. 
When IRS refused to postpone it 
beyond January 1, 1959, Congress took 
over and postponed its effective date to 
taxable years beginning after January 1, 
1961, through Section 97 of the Tech- 
nical Amendments Act of 1958. During 
this last delay, the Treasury was ex- 
pected to make a study and recommend 
other legislation. It has not done so; 
hence the new postponement until 1963. 


build a doctor’s office. After taxpayer 
had purchased the lot, the doctor did 
not go through with the agreement. 
Taxpayer eventually sold the unim- 
proved land to an unsolicited buyer and 
reported capital gain on the transaction. 
The Commissioner contended that the 
land was held for sale to customers in 
the ordinary course of taxpayer's trade 
or business and, therefore, the gain 
should be ordinary income. The court 
agrees with the Commissioner, since the 
land was acquired and held by taxpayer 
in connection with his business, and the 
fact that he did not sell a completed 
package is immaterial. Kesicki, 34 TC 
No. 70. 


Capital gain for patent owner despite 
consent to additional licenses. Taxpayer, 
owner of a patent on a fountain pen 
feed, gave a license to Parker Pen to 
make, use, and sell the patented item. 
Parker agreed to pay taxpayer certain 
royalties. The Code provides that an ex- 
clusive license (or other transfer of all 
substantial rights in a patent) is a sale; 
taxpayer claimed capital gain on his 
royalties. This the Tax Court denied 
because, subsequent to the Parker li- 
cense, Parker, with taxpayer’s consent, 
granted licenses on the same patent to 
Sheaffer and Waterman, both of whom 
agreed to pay taxpayer royalties. The 
Tax Court conceded that the license to 
Parker alone would have qualified for 
capital gain treatment. 
found that since the later licenses were 
obtained, at part, 
payer, the Parker license not a 
transfer of all of taxpayer’s substantial 
rights in the patent. To show that the 
later licenses came partly from taxpayer, 
the Tax Court points to the facts that 
Parker first obtained taxpayer's con- 
sent and taxpayer became entitled to 
royalties from the new licensees. This 
court reverses. Parker was originally 


However, it 


least in from tax- 


was 
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granted an exclusive license, and the 
subsequent act of taxpayer’s joining with 
Parker in the sublicenses did not re- 
invest any substantial rights in taxpayer. 
The payment of royalties to taxpayer 
was part of his compensation for trans- 
ferring all substantial right in the 
patents to Parker. Wing, CA-8, 6/2/60. 


Priest has ordinary income on joint 
venture with a real estate operator. Tax- 
payer, a Catholic priest, desiring to pre- 
vent the use of some vacant land in the 
parish for a low-cost housing develop- 
ment, purchased the land, which he then 
“leased” to a real estate developer for 
a five-year term for the purpose of its 
subdivision, development, and sale. Tax- 
payer was assured a stipulated price for 
each lot sold. The Tax Court found 
taxpayer and the developer were mem- 
bers of a joint real estate venture, that 
the acts of each were directly attribu- 
table to the other, and that taxpayer's 
share of the income from the joint 
undertaking must be taxed at ordinary 
rates. This court affirms. The purpose 
for which taxpayer held the property is 
controlling, and here the property was 
held, developed, and disposed of in the 
ordinary course of business. Bauschard, 


CA-6, 6/17/60. 


both 
parties to capital gain. The proceeds 
received by a from the 
cutting of timber under timber-cutting 
contracts entered into between the part- 
nership, which owned the timber, and 
a_ controlled 


Timber-cutting contract entitles 


partnership 


corporation, which was 
obligated to cut and remove all the 
timber on the tract, are held entitled to 
capital gain treatment. The court in- 
terprets the contracts to constitute a 
disposal of timber at the time the con- 
tracts were signed, with the partnership 
retaining an economic interest in the 
timber. Also, since the corporation had 
executed the contracts more than six 
months prior to the beginning of the 
year in which the timber was cut, it 
also is entitled to capital gain treatment 
for the proceeds from sale of the timber. 
Lowes Lumber Co., TCM 1960-141. 


Legal fees incurred to increase proceeds 
of sale reduce capital gain. Taxpayer 
owned stock in a corporation in re- 
ceivership whose assets were sold to 
Bethlehem Steel. It was later discovered 
that the receiver had perpetrated a 
fraud; Bethlehem settled by paying an 
additional $6 million. Taxpayer received 
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$220,000, out of which he paid counsel 
fees of $110,000. This he deducted as an 
ordinary and necessary expense for the 
production or collection of income. The 
Commissioner contended that the item 
was a Capital expenditure to be offset 
the $220,000, 
reported as long-term capital gain. This 


against which taxpayer 
court affirms the district court decision 
for the Commissioner. An expense in- 
curred to reach mutually satisfactory or 
binding terms of sale is one of disposing 
of property, not of collection of income. 
It has been long established and ac- 
cepted that fees paid for negotiating 
sales must be capitalized. The court also 
was impressed by the fact that an ordin- 
ary deduction would permit taxpayer to 
benefit inequitably from the difference 
between the tax rates on ordinary in- 
come and capital gains. Munson, CA-3, 
6/8/60. 


Loss on short sale denied under wash 
sale rules. After holding stock for over 
six months, taxpayer sold short on 
November 27 at a price lower than her 
cost of the stock held. On the same day 
she purchased identical stock and de- 
posited her long shares as collateral. On 
December 30 she covered the short sale 
by delivering the stock held as collateral. 
The short sale of the 
stock comes within the wash sale rules 


court holds the 
to bar deductibility of the loss. Even 
though she did not deliver to cover the 
short sale until December 30 (more than 
30 days after the short sale), for wash 
sale purposes there was a disposition of 
the stock on November 27. This disposi- 
tion occurred by the delivery of the 
stock to the broker as collateral for the 
purchase with instructions that it be 
used subsequently to cover the short 
sale. Doyle, TCM 1960-129. 


DEPRECIATION 


Lessee planning to buy property must 
depreciate improvements over asset life. 
In 1945 taxpayer leased property for use 
in its business for one year with options 
to renew not exceeding ten years and 
with an option to purchase. In 1953 tax- 
payer had constructed or was committed 
to construct permanent heavy improve- 
ments on the property that would last 
beyond the life of the lease. In 1955 tax- 
payer exercised its option to purchase. 
Taxpayer in its returns for 1952 through 
1955 depreciated expenditures 
over the longest possible remaining life 
of the lease (to 1955). The court holds 


these 
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that these expenditures must be depre- 
ciated over the useful life of the asset, 
since, considering the circumstances at 
the start of 1953, it appeared that the 
taxpayer would exercise its option to 
purchase. The court also determines the 
useful life of the assets involved. Daw- 
son-Spatz Packing Co., 34 TC No. 50. 


Depreciation allowed to lessee who ac- 
quires the fee title to leased premises. 
The IRS here sets forth the proper 
amortization of leasehold improvements 
made by a tenant who thereafter sub- 
leased the property, still later purchased 
the fee subject to that sublease, and 
finally merged with the subtenant. The 
facts were these: In 1930, taxpayer cor- 
poration leased land for 30 years and 
made depreciable improvements that 
were to become the property of the own- 
er on expiration of the lease. In 1935, 
taxpayer subleased the property to an- 
other corporation, which made addition- 
al depreciable improvements. On June 
1, 1957, taxpayer purchased the fee in 
the land subject to the sublease, and on 
January 1, 1958, taxpayer merged into 
the subtenant so that the subtenant ac- 
quired all of taxpayer’s assets at taxpay- 
er’s basis. Section 1.167(a)-4 of the Regu- 
lations provides that improvements by 
a lessee are depreciable over their useful 
life if that life is less than the term of 
the lease amortizable over the 
balance of the lease if their useful life 
exceeds the term of the lease. When tax- 
payer acquired the fee on June 1, 1957, 
the improvements it had made were no 
longer to be based on the term of the 
lease, since it owned the land subject 
only to the sublease; therefore, after that 
date and until December 31, 1957, the 
improvements made by taxpayer were 
depreciable over their useful life with- 
out reference to the lease. For that pe- 
riod, no depreciation was allowable to 
taxpayer for improvements made by the 
subtenant, since taxpayer would not 
own those improvements until the sub- 
tenant’s sublease expired. The Service 
holds that the purchase price paid by 
taxpayer on June 1, 1957, must be allo- 
cated in proportion to the then value of 
the land subject to the sublease, the then 
value of the right to acquire the im- 
provements made by taxpayer, and the 
then value of the right to acquire the 
improvements made by the subtenant on 
the expiration of the sublease. Since the 
subtenant took taxpayer’s basis in all as- 
sets on the date of the merger, January 
1, 1958, the subtenant is entitled to de- 


or are 


preciate the unrecovered cost basis of all 
depreciable improvements over their re- 
maining estimated useful life from that 
date. Rev. Rul. 60-180. 


Basis of depreciable roadway properties 
reduced by agreed depreciation. In 1943, 
taxpayer, a railroad, changed with the 
Commissioner’s permission from the re- 
tirement method of depreciation to the 
straight-line method with respect to its 
depreciable roadway property. Pursuant 
to a Terms Letter agreement, taxpayer 
adjusted the basis of its property by de- 
ducting the agreed amount representing 
depreciation to 1/1/43. The Tax Court 
held that the agreed-upon adjustments 
would have to be used not only for the 
purpose of computing future deprecia- 
tion, but also for the purpose of comput- 
ing gain or loss upor disposition or re- 
tirement of the property. Taxpayer’s 
subsequent election under the Retire- 
ment-Straight-Line Adjustment Act of 
1958 after petition for review of the Tax 
Court’s decision was filed requires the 
reduction of basis made by the Commis- 
sioner. The Tax Court’s decision is af- 
firmed, therefore, on the basis of the tax- 
payer’s election. The court expresses no 
opinion on the Tax Court’s dissolution 
of the controversy. Denver & Rio 
Grande Western R.R. Co., CA-10, 5/27/ 
60. 


Replacing floor planks and stringers of 
viaduct a capital expenditure. The re- 
building of a railroad viaduct by the 
installation of new floor planks and 
stringers at a cost of $32,000 is held to 
represent a replacement of a relatively 
large structural unit rather than a mere 
patching or repair job. The Commis- 
sioner therefore did not err in capitaliz- 
ing such costs. The Tax Court is af- 
firmed. Denver & Rio Grande Western 
R.R. Co., CA-10, 5/27/60. 


ACCOUNTING METHODS 


Short-year taxpayer must allocate rent 
income and property taxes. [Old law] 
Taxpayer corporation owned a building 
that it rented to a sister corporation. On 
January 19, 1953, the common parent 
liquidated taxpayer (a calendar-year cor- 
poration) and transferred all its assets to 
the sister. On its return for the 19 days 
of 1953 taxpayer included all the Jan- 
uary rental income and deducted $153,- 
000, which was accrued to cover prop- 
erty taxes that were assessed just prior to 
the liquidation. Stating merely that tax- 
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payer’s short period return did not truly 
reflect its income, the Tax Court upheld 
the Commissioner’s inclusion of only 
18/31 of the rental income and his limi- 
tation of property taxes to 18/365 of the 
actual assessment. This court affirms. Un- 
der the 1939 Code it had been held in 
Supplee (316 U.S. 394) that only the tax- 
payer owning the property on the lien 
was entitled to deduct the tax. 
However, the majority holds that this 
principle is subject to the power of the 
Commissioner under Section 45 to allo- 
cate deductions, as was done here. The 


date 


court notes that this is contrary to the 
holding of the Sixth Circuit in Murphy 
(231 F.2d 639). Furthermore, the major- 
ity holds that taxpayer, being on the ac- 
crual basis, can deduct only the accrued 
tax and this means the tax accrued in 
accordance with its regular method. In 
prior years taxpayer had accrued 1/12 
of the total The same 
method must be followed in the year of 


each month. 
liquidation. One judge dissents on the 
ground that Supplee controls. [Under 
the 1954 Code purchaser and seller of 
real estate are permitted to divide the 
real estate tax for the year of sale be- 
tween them.—Ed.] Tennessee Life Insur- 
ance Co., CA-5, 6/13/60. 


Seller can’t defer tax by passing proceeds 
through trust. Taxpayer owned 98% 
of the stock of a public utility; the re- 
mainder was owned by his wife and 
son. The stock was sold for $125,000 to 
another utility. Taxpayer’s wife and son 
received their payment in full at the 
time of sale; his portion of the proceeds 
was paid to an irrevocable trust created 
by the purchaser to receive the funds. 
this sum 
was to be paid to taxpayer by the trust 
20%. The 


original trust agreement, approved by 


Under the trust instrument, 


in annual installments of 
taxpayer, provided that he receive any 
income earned by the trust, but this was 
later changed, apparently without his 
knowledge, so that the income was to 
go to the seller. Taxpayer reported the 
transaction as a long-term capital gain 
on the installment basis. The court holds 
that taxpayer constructively received 
in full 


established 


payment when the trust 


the 
ment method. At the time of sale, there 


was 
and cannot use install- 
was irrevocable payment by the pur- 
chaser of the full purchase price and 
irrevocable transfer of title by the seller. 
Nothing more remained to be done by 
either of the parties. McCullough Estate, 


DC Mont., 5/13/60. 


*Disputed taxes do not accrue when 
paid. Taxpayer paid New York City 
real estate taxes under protest that the 
assessments were too high; it made the 
payments to avoid penalties and imposi- 
tion of liens. After litigation, it received 
part of the refund it claimed. The tax- 
payer contended that the accruals should 
be limited to the amount of liability it 
admitted in its protests for those years, 
with the balance accruable in the year 
of settlement. The district court held 
that the entire tax was deductible when 
paid; the refunds This 
court reverses, following Dixie Pine 
Products (320 U.S. 516), which denied 
deductibility of a disputed tax. It is not 
controlling that in Dixie Pine the dis- 
puted liability was not actually paid. 
For a tax to be deductible in a_par- 
ticular year, all the events that fix the 
amount of taxpayer’s liability must occur 


are income. 


in that year. This cannot be the case 
when there is a bona fide contest as to 
liability, whether or not payment is 
made. The uncontested portion is de- 
ductible originally, the balance of the 
tax when it is finally determined. Con- 
solidated Edison Co., CA-2, 5/25/60. 


Taxpayer without books is on cash basis; 
can’t deduct interest paid in notes. Tax- 
payer borrowed money from two banks 
and assigned to one of the banks, as 
collateral, his interest in an estate and 
various life insurance policies. This bank 
received the 
used most of the income to pay the life 
insurance premiums, although taxpayer 
had instructed the bank to apply the 
proceeds to the interest on the loans. 
Taxpayer executed new notes to pay 


income from estate and 


for the interest due on the loans from 
the bank and claimed an interest deduc- 
tion for the full amount of the accrued 
interest, on the theory that he was an 
accrual-basis taxpayer. Taxpayer kept no 
formal books or records but relied on 
information supplied by the banks. The 
the interest 
deduction except for the amount of in- 
come from the estate that the bank ac- 
tually applied to the interest due. The 


Commissioner disallowed 


court holds for the Commissioner, find- 
ing that (1) taxpayer is on a cash basis, 
since a taxpayer who keeps no books or 
records cannot be on an accrual basis; 
(2) the execution of new notes for the 
interest due does not constitute a cash 
payment entitling a cash-basis taxpayer 
to an interest deduction; and (3) the 
amount of the estate income applied to 
pay insurance premiums is not a pay- 
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ment of interest. England, Jr., 34 TC 
No. 64. 


DEDUCTIBILITY 


Free distribution of milk products to 
corporate officers not deductible. The 
court denies a deduction for free deliv- 
ery of milk products to officer-stockhold- 
ers of the taxpayer, a milk dealer, on 
the ground that it was either a distribu- 
tion of earnings to the stockholder or 
the payment of part of their personal 
living expenses. Harmony Dairy Co., 
TCM 1960-109. 


Entire cost of remodeling must be capi- 
talized. All expenditures made by tax- 
payer as part of an over-all plan for the 
general rehabilitation, restoration, and 
improvement of an old bank building 
are required to be capitalized. No part 
of the expenditures could be segregated 
as deductible repair items. Bank of 
Houston, TCM 1960-110. 


Payment to employee for stock retrans- 
fer held deductible compensation. When 
the taxpayer employed one Walker, it 
transferred to his name shares of its 
stock, which he would be required to re- 
his em- 


ployment. Payment for such shares was 


transfer upon termination of 
to be the higher of (a) book value of the 
shares or (b) the difference between ag- 
gregate compensation paid Walker dur- 
ing his employment and $85,000; the 
agreement provided that the latter pay- 
ment to the extent it exceeded the book 
value of the stock would constitute com- 
pensation for termination of the con- 
tract. When Walker’s employment was 
terminated, he was entitled under the 
second alternative to payment of $37,- 
200. Taxpayer paid Walker (during the 
taxable year) $12,750 and interest of $1,- 
030.58, a total of $13,780.58, and deduct- 
ed the total as an ordinary and neces- 
sary business expense. The Commission- 
er disallowed the deduction to the ex- 
$12,750. The 


deduction, citing a similar case, in which 


tent of court allows the 
the entire transaction with respect to the 
stock was held to be a device for com- 
pensating the employee rather than al- 
lowing the employee to become a stock- 
holder. Furthermore, the amount alloc- 
able to “compensation” by the agree- 
ment, i.e., the difference between $37,500 
and the book value of the stock, was in 
excess of $12,750, the amount disallowed 
by the Commissioner. Marts, Inc., TCM, 
1960-127. 
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Special assessments not deductible. [Old 
law] Taxpayer-railroad paid a special 
assessment levied by an assessment dis- 
trict to provide a tunnel under the Con- 
tinental Divide. Although such assess- 
ments are deductible under the 1954 
Code, the court holds the law under the 
1939 Code, which is applicable, required 
capitalization of such assessments. Den- 
ver & Rio Western R.R. Co., 
CA-10, 5/27 


Grande 
60. 


Cost of effecting a partial liquidation a 
capital expenditure. No part of the cor- 
porate expenditures incurred in connec- 
tion with a corporation’s acquisition of 
part of its own shares in partial liquida- 
tion, transfer of part of its assets, and 
amendment of its articles of incorpora- 
tion to reflect the partial stock redemp- 
tion are deductible as ordinary and 
necessary business expenses. The court 
also holds that since the retiring stock- 
holder did not receive the actual deed to 
property in liquidation of his stock in- 
terest until March 2 of the taxable year, 
he is not entitled to depreciation on the 
distributed property for the first two 
months of that year. The fair market 
value of a fully paid-up insurance pol- 
icy received by him in the liquidation is 
determined to than 
since the 
ceived valuable rights other than merely 
the right to surrender the policy for 
cash. Gravois Planing Mill Co., TCM 
1960-122. 


be more its cash 


surrender value, insured re- 


State tax on capital deductible at disso- 
lution. In 1937 taxpayer paid a corpora- 
tion tax to Pennsylvania based on the 
increase in its captial employed in that 
state when it purchased real estate there. 
It claimed the deduction in 1944, the 
year of its liquidation. The Government 
argued that, because after liquidation 
the business was continued by taxpayer’s 
parent, the organization expense is not 
deductible. The court disagrees. Upon 
dissolution taxpayer lost the privilege 
for which it had paid and is entitled to 
a deduction; the parent was required to 
pay another bonus tax for its increase in 
capital and received no credit for the 
taxpayer’s bonus. Koppers Co. Inc., Ct. 
Cls. 6/8/60. 


Ordinary loss allowed on FNMA stock. 
Taxpayer, a mortgage banker, sold mort- 
gages to the Federal National Mortgage 
Association (Fanny May). As required 
by its contract with FNMA, it received 
cash plus shares of stock of FNMA com- 
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puted at $100 a share, the par value. 
Subsequently, taxpayer sold the shares 
at a loss and claimed an ordinary de- 
duction. The court finds as a fact that 
taxpayer never held the shares as an 
investment and allows an ordinary loss 
on the sale. [Rev. Rul. 58-41 holds that 
FNMA stock is a capital asset on the 
ground that the history of the FNMA 
legislation shows that Congress»intended 
the stock to be an investment by the 
mortgage banker in the association. H.R. 
7947, which would have allowed a de- 
duction for the excess of the cost of 
FNMA stock over its fair market value 
when issued, was vetoed May 14, 1960, 
because it would allow the deduction 
for all 1954 Code years only if the tax- 
payer made claim for refund. — Ed.] 
Schumacher Mortgage Co., Inc., DC 
Tenn., 5/23/60. 


Loss of profits due to temporary flood- 
ing of land not deductible. Taxpayer's 
land was flooded in 1952; the cost of 
repairing the physical damage was 
allowed as an expense deduction. Tax- 
payer, in addition, claimed a $1,600,000 
loss deduction, alleging that this amount 
was the difference between the value of 
the land before the floods and the value 
of the flooded land. The $1,600,000 was 
in reality based on (1) loss of income 
during the period of flooding, (2) loss 
from a possible reduction in cotton acre- 
age, and (3) speculative loss due to ad- 
dition of salts to the land. The Com- 
missioner disallowed the entitre $1,600,- 
000. The court finds for the Commis- 
sioner, holding that the above items are 
not a proper basis for a loss deduction, 
that taxpayer is attempting to deduct as 
a loss a change in market value of the 
land due to a temporary condition. Bos- 
well, 34 TC No. 56. 


Loss allowed on surrender of stock. 
Taxpayer-corporation acquired 100% 
the common stock of a bus line over a 
six-year period. During this time, the pre- 
ferred was held by the public and tax- 
payer received substantial distributions, 
of which part was nontaxable because 
in excess of the bus line’s accumulated 
earnings. Taxpayer also contributed 
$100,000 to the subsidiary’s capital to 
improve the bus line’s financial position 
when applying to regulatory bodies for 
rate increases. Later, the bus line was 
forced to shut down following a violent 
strike. Despite a good earnings record, 
finding a buyer was difficult. When one 
was finally located, taxpayer agreed to 


surrender all its common stock to the 
bus line for no consideration. On the 
facts, the court finds that taxpayer in- 
curred an ordinary loss to the exent of 
its basis in the stock surrendered and 
allows a net operating loss carryback. 
The stock had not become worthless 
prior to surrender. The court also finds 
that the basis of the stock included not 
only the original cost but also the $100,- 
000 contribution. Northwest Motor Ser- 
vice Co., DC N.D., 5/27/60. 


Bond premium amortization deduction 
disallowed as tax avoidance. In another 
of a series of recent cases involving the 
purchase of callable bonds at a premium 
followed by contribution of the bonds 
to a charitable organaization, the Tax 
Court disallows the amortization but 
allows the charitable deduction, citing 
Maysteel Products, Inc. (33 TC 114). In- 
terest paid on money borrowed to 
finance the purchase is held deductible 
on authority of Stanton (34 TC 1). Fried- 
man, 34 TC No. 45. 


Payment to eliminate adverse interest in 
real estate not deductible. A corporation 
formed by two individuals wished to 
buy a parcel of real estate which re- 
quired an outlay of $100,000 in cash. 
Each stockholder had only $15,000 to 
invest. They succeeded in getting a third 
party to advance $70,000 to be secured 
by a ten-year second mortgage. Interest 
was specified as 15% for the first two 
years and 13% for the balance of the 
term. The third party wanted additional 
interest but accepted an arrangement 
under which he would become entitled 
to one-half the increase in value of the 
property. Later the corporation paid the 
estate of the third party $50,000 in satis- 
faction of any rights the third party may 
have had in the increase in value. The 
Tax Court rejected the corporation’s 
contention that the $50,000 settlement 
payments should be deductible as inter- 
est. Rather, it held that the payments 
were the cost of eliminating the adverse 
interest in the property and as such are 
a nondeductible capital outlay. This 
court affirms. The third party’s interest 
in the appreciation in value was an 
equity interest. There was no fixed ma- 
turity date. Payments in lieu of interest 
are not deductible as interest. Farley 
Realty Corp., CA-2, 6/9/60. 


BAD DEBTS 


Golfer not in money-lending business. 
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On the basis of only 11 loans made over 
a period of eight years, the court finds 
taxpayer, a professional golfer, had not 
proven that he was in the money-lend- 
ing business so as to be entitled to claim 
a business bad-debt deduction for worth- 
lessness of the loans. Mangrum, TCM 
1960-136. 


No bad debt deduction for intra-family 
advance. Taxpayer sent a total of $3,400 
to his father in Austria over the period 
1927 to 1930 but did not in that period 
obtain any evidence of indebtedness 
from his father. It was not until 1938, 
when Austria had been invaded by Ger- 
many, that taxpayer’s father executed a 
second mortgage on his Austrian prop- 
erty in favor of taxpayer. The court 
concludes the advances were not made 
with an intention or expectation of re- 
payment as to render them debts. Tax- 
payer's failure to collect on the mort- 
gage in 1956 did not give rise to a bad- 
debt deduction. Novak, TCM 1960-138. 


Guarantee of corporate debt may some- 
times result in business bad debt. The 
Service has revised the language of Rev. 
Rul. 60-48 to indicate that whether a 
loss suffered by a guarantor as the result 
of paying the debt of a corporation is 
business or nonbusiness depends on the 
facts of the case. The original language 
of the ruling implied that only a non- 
business loss would be allowed. In Rev. 
Rul. 6048 the Service conformed its 
position to the decision in Putnam (352 
U.S. 82), which had allowed only a non- 
business bad debt loss (a short-term capi- 
tal loss) to a guarantor required to make 
good on guaranteed loans. The Supreme 
Court there held that an individual who 
is required to pay an obligation he had 
guaranteed has a loss not because of the 
payment of the obligation but because 
of the worthlessness of the debtor’s obli- 
gation acquired by the creditor by oper- 
ation of law. Rev. Rul. 60-48 (revised). 


WHEN IS IT INCOME 


Seller of disputed stock did not construc- 
tively receive sales price withheld by 
buyer. Taxpayer agreed to sell her stock 
in a certain corporation, but prior to 
the sale, several lawsuits were begun 
by third parties questioning taxpayer's 
title to the stock. When the prospective 
buyer learned of these suits, it refused 
to purchase the stock unless it could 
withhold payment until final disposition 
of the suits. Taxpayer agreed to these 


terms and transferred the stock. The 
Tax Court decides that taxpayer, on a 
cash basis, did not constructively receive 
the sales proceeds in the year of sale 
since she did not have an unqualified 
right to demand payment. Carpenter, 34 
TC No. 41. 


Carrying charge portion of dealer’s re- 
serve currently taxable. The court holds 
that the Hansen decision (360 U.S. 446) 
is applicable to the portion of the deal- 
er’s reserve attributable to carrying 
charges, with the result that the dealer 
is currently taxable, although the 
amount is retained by the finance com- 
pany. Although Hansen dealt with a sit- 
uation in which the carrying charges 
were not segregated, this distinction does 
not affect the applicability of the de- 
cision. Krell Buick, Inc., DC Calif., 
2/12/60. 


Dealer’s reserve account accruable even 
though composed of portions of finance 
charges. An accrual-basis automobile 
dealer must accrue as income net in- 
creases in the credit balances in his deal- 
er’s reserve account on the books of the 
finance company, even though the credit 
is composed only of portions of the 
finance charges allowed him as a dealer. 
The mere fact that the finance charges 
might have been subject to reduction if 
the automobile purchasers prepaid their 
notes is not sufficient to justify a conclu- 
sion that the credits to the reserve ac- 
count were not accruable by the dealer. 
This case falls squarely within the ra- 
tionale of Hansen (360 U.S. 446), which 
requires inclusion of such reserves in in- 
come. Hamel, TCM 1960-121. 


Payment on Government contract ac- 
crues on final audit. Taxpayer main- 
tained his books and reported his in- 
come on an accrual basis. A final pay- 
ment on a construction contract that 
covered a claim for additional work, 
some of which was calculated on a cost- 
plus basis, is held properly reported as 
income in 1952. The claim was subject 
to final audit, completed in 1952, and 
it was paid in 1952. Jones, TCM 1960- 
115. 


Income accruable in year judgment be- 
comes final. Taxpayer, reporting on the 
accrual basis, realized ordinary income 
in 1953, the year in which a judgment 
in his favor became final in a suit 
against the Federal Government on a 
construction contract. The fact that he 
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assigned the right to receive the income 
in 1953 or that the payment by the Gov- 
ernment was not made until 1954 is not 
conrtolling. Jones, TCM 1960-115. 


Accrued interest on notes sold is taxed 
to liquidating building and loan asso- 
ciation. Taxpayer, a building and loan 
association, sold all its assets and liqui- 
dated withihn 12 months under 1954 
Code Section 337, thereby achieving 
non-recognition of the gain. Among the 
assets sold were certain notes on which 
there was accrued interest not yet due. 
Taxpayer argued that it sold its right 
to receive the interest, that Section 337 
therefore applied, and that the portion 
of the prcoeeds attributable to the in- 
terest should not be taxed to it. The Tax 
Court disagrees and rules that taxpayer 
must report the interest income. In 
effect, there was a collection of the 
accrued interest rather than a sale of the 
right to receive it. Central Building & 
Loan Association, 34 TC No. 43. 


WHAT IS INCOME 


Market discount on municipal bonds is 
taxable when gain realized. The Service 
has clarified its position with respect to 
the taxation of discounts on municipal 
bonds. Where municipal bonds are sold 
at a price less than their par value by 
the governmental unit whose obligations 
they are, that discount represents addi- 
tional compensation to the bond-holder 
and is equivalent to interest for Federal 
income tax purposes; hence it is exempt 
from taxation. However, where tax-ex- 
empt bonds are issued at not less than 
their par value, and are thereafter pur- 
chased at less than their par value, this 
discount is unlike issue discount; it is a 
market discount. The market discount 
does not inure to the obligor on the 
bonds and is not equivalent to interest; 
therefore, it is not tax-exempt, but tax- 
able as a capital gain when the bonds 
are either resold or redeemed at matur- 
ity by the obligor. This does not apply 
to certain mutual insurance companies 
or life insurance companies that are sub- 
ject to special provisions of law. Rev. 
Rul. 60-210. 


Interest received from state on install- 
ment sale is not taxable. The state of 
idaho entered into a conditional sales 
contract for the construction of a house. 
It provided for interest on the unpaid 
balance of the purchase price. The Serv- 
ice holds that the interest element in the 
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payments is interest paid on an obliga- 
tion of the state and therefore is not in- 
cludible in the gross income of the pay- 
ee. There is no requirement that inter- 
est on state obligations must be paid on 
a particular type of obligation, such as 
a bond, in order to come within the ex- 
clusionary provisions of Section 103(a) 
of the Code. Rev. Rul. 60-179. 


Rebates by milk dealer reduced his in- 
come; deductibility question is avoided. 
Pursuant to prior arrangements with his 
milk 
month 


wholesale customers, 


the 


taxpayer, a 
dealer, after close of each 
made cash payments to them of specific 
percentage of the total bill. The court 
holds these rebates reduce the taxpayer’s 
gross sales on the theory that the prod- 
uct was in fact sold below the minimum 
price set by the state Milk Control Law, 
the price billed. It therefore was un- 
necessary to determine whether the re- 
bates qualified as ordinary and _ neces- 
sary business expenses. Harmony Dairy 
Co., TCM 1960-109. 


BASIS 


Basis of accounts receivable at death is 
determined. The estate tax return filed 
for the decedent valued accounts receiv- 
able of his lumber business at $48,000. 
Subsequently, the estate’s attorney re- 
quested a higher valuation (because of 
there 
estate tax to pay). Actually some $80,000 


large deductions would be no 


was collected on these accounts, which 
the executor treated as capital gain and 
the Commissioner as ordinary income. 
Saying that both parties agree that the 
basis for the accounts is the estate 
that 
return is 


tax 


valuation, the court finds the 


amount shown on the the 
valuation, the attorney’s letter not being 
equivalent to an amendment. Without 
the held that 


crement was ordinary income. [The court 


discussion court the in- 
makes no mention of the fact that the 
statutory basis for inherited property is 
value at date of death, not necessarily 
the estate tax valuation.—Ed.] Wilcox, 
DC Ohio, 5/26/60. 


Gift has donor’s basis even though it 
was included in donor’s estate. [Old law] 
Taxpayer’s husband, who was in ill 
health, held stock in a margin account 
with a broker and also owned stock in 
a family corporation. He put the margin 
account (in 1950) and the family corpo- 
rate stock (in 1951) into the taxpayer's 
name jointly with his own in order to 
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avoid probate. Taxpayer would other- 
wise have received these assets under 
her husband’s will. The husband died in 
1951, and taxpayer did not include the 
family corporation stock or the stock 
held in the joint margin account in the 
probate inventory but included these 
the husband’s estate 
market value for estate and inheritance 
tax purposes. Taxpayer sold the stock 
in the margin account and liquidated 
the family corporation, using the fair 
market value at the date of her hus- 
band’s death as a basis for computing 
gain or loss. The Commissioner con- 
tended that taxpayer should have used 
her husband’s basis since these 


assets in at fair 


assets 
were acquired by gift and not by in- 
heritance. The court holds on the facts 
that taxpayer’s husband intended to and 
did make a present gift and, therefore, 
taxpayer must use her husband’s basis 
for the assets. One dissent argues that 
there was no intention of making the 
present gift of the family corporate 
stock. [Under Section 1014(b)(9) of the 
1954 IRC, the basis of a completed inter 
vivos gift that is included in the estate 
of the donor is the fair market value of 
the gift at the date of death of the 
donor.—Ed.| Bouchard, 34 TC No. 68. 


Reserved ground rent not a mortgage; 
doesn’t increase sales proceeds. Yax- 
payer, a Maryland corporation, was en- 
gaged in the business of constructing 
the Baltimore area. It sold 
them subject to an annual ground rent. 


houses in 


This procedure has been for many years 
a conventional and traditional method 
of selling houses in and around Balti- 
more. The purchaser takes the prop- 
erty under an agreement in which the 
seller retains an annual ground rent. 
Under Maryland the purchaser 
relieve 
of the obligation of paying the annual 


law, 
could, after five years, himself 
ground rent and could acquire a fee 
simple title to the property by redeem- 
ing the ground rent and paying the 
seller an amount equal to the annual 
ground rent capitalized at 6%. Because 
the purchaser is under no obligation 
and could not be compelled to redeem 
the ground rent, the held 
the reserved ground rent is not the 
equivalent of a mortgage. The Commis- 
sioner, therefore, was wrong in includ- 
ing the capitalized value of the rent in 
the sales price for the purpose of de- 
termining gain or loss on each sale. 
This court affirms but permits the Com- 
missioner to compute gain by allocating 


Tax Court 


a portion of the seller’s cost to the lease- 
hold interest bought by the purchaser. 
The purchaser is the owner of the lease- 
hold interest and the lessee of the re- 
versionary interest. The court gives an 
example of the purchaser paying $12,- 
000 for the leasehold interest in a lot, 
improved by a dwelling, subject to an 
annual ground rent of $120. Capitaliz- 
ing this at 6% under Maryland law 
gives an additional $2,000, raising the 
total proceeds of sale to $14,000. If land 
and dwelling cost taxpayer $10,500, the 
cost allocated to the leasehold sold would 
be $9,000 (12/14 of $10,500) and the 
taxable gain $3,000 ($12,000 minus $9,- 
000). The other 2/14 of the cost is tax- 
payer’s basis for the reserved right to 
ground rent. Welsh Homes, Inc., CA-4, 
5/30/60. 


OPERATING LOSSES 


* Losses may not be carried over through 
merger. [Old law] Taxpayer was in- 
corporated in 1926 to manufacture farm 
implements, wagons, and trailers. In 
1946, the same interests set up another 
corporation to sell taxpayer’s products. 
In 1948 an additional factory was built 
by taxpayer and leased to an unrelated 
company, which became bankrupt in 
1949. At that time, the sales company 
took over the lease and engaged in 
manufacturing until 1951, when it car- 
ried out a statutory merger with tax- 
payer, the surviving corporation. While 
the selling company was operating the 
factory, taxpayer did no manufacturing 
of its own but had income from rental 
of its manufacturing facilities. The sales 
company terminated its activities before 
the merger, but taxpayer’s rental in- 
come continued, along with some capital 
gains. The district court held sales com- 
pany’s loss, incurred prior to the merger, 
could be carried over to be used by tax- 
payer. The court found nothing in the 
Supreme Court decision in Libson (353 
U.S. 382) to overrule the earlier cases, 
Metropolitan Edison (306 U.S. 522) and 
others, holding that the surviving corpo- 
ration in a statutory merger continues 
the existence of the constituent corpora- 
tions and may use their carryover. Al- 
though Libson, the district court said, 
indicated that this legalistic test is not 
the sole one, in a case like this, where 
the merged corporations had carried on 
what was in fact really one business, 
where the carryover would have been 
available had there been no merger, and 
where tax avoidance was no motive for 





the 
tha 
rev 
tur 
cor 
fro 
wa: 
tha 
mo 
ten 
sali 
it 1 
19% 
go’ 
siti 
che 


Ne 
tio 
pa 
ov 


vo 
of 
OV 
tie 
pr 


aSC- 


igh 
in- 
irm 
In 
her 


uilt 


353 
Ses, 
ind 
po 

ues 


Ta- 


1id, 


not 


on 
ess, 
een 
ind 

for 


' 


the merger, then simple justice requires 
that the carryover be allowed. This court 
reverses. The loss was from a manufac- 
turing and selling business, and the in- 
come against which it was applied was 
from rentals and capital gains. There 
was no continuing of a single business 
that made money in one year and lost 
money in another but rather an at- 
tempt to pool separate enterprises. The 
sales company was out of business when 
it merged. [Sections 381 and 382 of the 
1954 Code contain specific provisions 
governing Carryovers in corporate acqui- 
sitions and reorganization. — Ed.] Hut- 
chens Metal Products, CA-8, 6/30/60. 


Interest and legal fees for tax deficien- 
cies are includible in net operating loss 
carryback. Over an 11-year period, tax- 
payer had income from a retail clothing 
dividends, and 
gains from the sale of securities. He paid 


business, interest and 
$260,000 in income tax deficiencies for 
these years, resulting from the Govern- 
ment’s recomputation of his income, us- 
ing the net worth method. In 1956 tax- 
payer paid $73,000 interest on the defi- 
ciency and related legal and accounting 
fees of $12,000. The finds that 


taxpayer may properly include these 


court 


items in computing his net operating 
loss carryback to 1954. Taxpayer’s non- 
business income was relatively fixed, so 
the interest and professional fees were 
attributable to his business income. 


Rubin, DC Va., 5/31/60. 


Net operating loss denied for confisca- 
tion of properties in Yugoslavia. Tax- 
payer claimed a net operating loss carry- 
over for 1955, which she contends arose 
from net operating losses sustained in 
1953 and 1954 as a result of the confisca- 
tion and nationalization of her interests 
in two properties in Yugoslavia, alleged- 
ly operated as rental property in prior 
years. The court denies the carryover. It 
is unable to conclude that whatever loss 
may have arisen when the property was 
nationalized was attributable or proxi- 
mately related to a trade or business 
regularly carried on by taxpayer. Deviak, 
PCM 1960-118. 


OTHER DECISIONS 


*Wartime seizure by U. S. was not in- 
voluntary conversion. Toward the end 
of World War II the Government took 
over the motor carriers to avoid a labor 
tieup. The Government operated the 
properties for 10 months and then re- 


turned them to their owners. A claims 
commission subsequently determined the 
compensation to be paid. Taxpayer 
claimed the compensation was for the 
taking of property and qualified for 
treatment as an involuntary conversion. 
The Fifth Circuit held for taxpayer, re- 
jecting the view of the Eighth Circuit 
in an identical case (Midwest Motor 
Express, Inc., 251 F.2d 405) that the 
compensation merely replaced taxpayer's 
profits for the 10-month period. The 
Supreme Court reverses. The right to 
income from the property was not itself 
a Capital asset; no basis separate from 
the property could be attached to it. 
The 


claims commission merely replaced lost 


compensation awarded by the 
profits and should be taxed as such. Jus- 
tice Douglas dissented without opinion. 
Gillette Motor Transport, Inc., Sup. 
Ct., 6/27/60. 


Sale of stock pursuant to SEC order was 
not an involuntary conversion. In ac- 
cordance with an SEC order, taxpayer 
sold its large holdings of Detroit Edison 
Co., realizing a substantial loss. The or- 
der was issued to compel taxpayers to 
comply with the Public Utility Holding 
Co. Act. Taxpayer contends this is in 
effect an involuntary conversion, enti- 
tling it to a deduction for an ordinary 
loss. The court holds taxpayer suffered a 
capital loss only. This was not con- 
demnation, requisition, or the exercise 
of the power of eminent domain. It was 
nothing more than an order requiring 
taxpayer to dispose of property that it 
was prohibited from owning under the 
Public Utility Holding Co. Act. The 
court observed that there was no evi- 
dence that the sale of stock was below 
market value. [The Code provides for 
nonrecognition of gain or loss on cer- 
the SEC, 
but the section applies to exchanges, not 
to sales.—Ed.] American Natural Gas 
Co., Ct. Cls., 6/8/60. 


tain transactions ordered by 


Deduction claimed for worthless bonds 
disallowed. Taxpayer acquired bonds of 
a railroad in 1890. No interest was paid 
1918, and the 
receivership in 1929. In 1945 the re- 


after debtor went into 
ceiver applied for permission to aban- 
don the line. 
pended in 1951. The ICC authorized 
1952, and the district 
bonds worthless in 


Operations were Sus- 


abandonment in 
court declared the 
1953. Taxpayer claimed that the bonds 
in either 
of the two succeeding years. The Tax 


became worthless in 1951 or 
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Court's finding that the bonds became 
worthless in some year before 1951 is 
affirmed. Denver & Rio Grande West- 
ern R.R. Co., CA-10, 5/27/60. 


No wash sale when bonds’ rates vary. 
The Service holds that the wash sales 
provisions do not apply to a sale of 
Richmond-Petersburg Turnpike Author- 
ity 3.45% bonds and the same Author- 
ity’s 4.5% interest 
rates on the two issues are substantially 
different, the two issues are not sub- 
stantially identical. Rev. Rul. 60-195. 


bonds. Because the 


Deductions denied for failure of proof; 
contested liability not deductible. For 
lack of substantiation the court disallows 
claimed merchandise purchases, miscel- 
laneous factory expense, commissions, 
and auto and travel expense. Taxpay- 
ers’ deduction for the back pay being 
claimed by his employees in the amount 
of $20,000 is denied; in the taxable year 
taxpayer was contesting the liability. Al- 
though by letter taxpayer had offered to 
pay $10,000 in settlement of the ques- 
tion that year, he did not admit or ac- 
knowledge liability in the amount of 
$10,000 or in any other amount. Lust- 
man, TCM 1960-116. 








| TAX 
ACCOUNTANTS 


National firm of certified pub- 
lic accountants has openings 
for qualified tax men in sev- 
| eral offices. These are attrac- 
| tive positions for qualified 
applicants. Liberal salaries 
| and opportunity for advance- 
| ment to manager and partner 
level. 


In your response please give 
sufficient information so that 
initial evaluation may be made 
before interview. 
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Replies will be held in strict 
confidence. Write Box 860. 
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New decisions emphasize local law 


defenses against transferee liability 


by BURTON L. WILLIAMS and JACK H. CALECHMAN 


Cases since the landmark Supreme Court decisions in Stern and Bess make it clear 


that today’s taxpayers who are threatened with transferee liability are finding their 


strongest weapons in careful analysis of their state law on creditors’ rights. Mr. 


Williams and Mr. Calechman summarize the current developments in this most 


important area. 


i aera LIABILITY may arise in a 
number of different ways. A person 
may receive assets in a transaction which 
is void as against the creditors of the 
transferor. This normally involves the 
receipt of property for less than an ade- 
quate consideration from a transferor 
who is insolvent before, or as the result 
of, the transfer. Transferee liability may 
also arise from the assumption of lia- 
bilities of a transferor by a transferee, 
or it may be imposed by statute. Case 
suggests that the 
targets for transferee liability proceed- 


law more common 
ings include beneficiaries of life insur- 
ance policies, legatees of estates, and 
stockholders of closely held corporations. 

The statutory authority is in Section 
6901 of the Code, which provides for 
the assessment and collection of income, 
estate, gift and other taxes against such 
transferees as donees, heirs, legatees, and 
distributees. If such a person, without 
furnishing adequate consideration, has 
acquired property from an insolvent tax- 
payer, or one who becomes insolvent by 
the transfer, the recipient of the proper- 
ty may be subject to the original tax- 
payer’s liability. 
Scope of state and Federal law 

A myriad of questions can arise over 
the any 
whether he was insolvent; when he be- 


whether transferor owed tax’ 


came insolvent; whether there was a 
transfer of assets; whether the transfer 
was in fraud of creditors; and whether 
the transferred property was subject to 
Federal liens or state exemption laws. 
‘The most important current issue in the 


field of transferee liability is the scope 


of Federal and state law in defining lia- 
bility. This dispute has been resolved 
to a large degree by two Supreme Court 
decisions, Stern (357 U.S. 39, 1958), and 
Bess (357 U.S. 51, 1958). These cases 
although primarily concerned with the 
liability of the beneficiary of life in- 
surance also delineated the particular 
areas where Federal and state law are 
supreme. 

In each of these cases, the decedent 
died owing income taxes and owning 
life insurance policies. The Commis- 
sioner sought to collect from the bene- 
ficiaries of the life insurance policies as 
transferees under the provisions of Sec- 
tion 311 of the Internal Revenue Code 
of 1939, the forerunner of Section 6901 
of the 1954 Code. 

Prior to these cases there was sharp 
disagreement between the Tax Court 
and most of the circuit courts. There 
appeared to be three major points of 
contention between these courts: 

1. Was the beneficiary a “transferee”? 

2. Assuming the beneficiary was a 
transferee, was he a transferee of the 
entire proceeds of the policy or of 
merely the cash surrender value? The 
Tax Court held the former view, while 
most of the circuit courts following 
Rowen (215 F.2d 641, CA-2, 1954) held 
that since the insured could never real- 
ize more from the policy than the cash 
surrender value during his life, the 
beneficiary could be a transferee only 
of the proceeds to the extent of the cash 
surrender value. 

3. The basic issue in all the insurance 
cases was whether Federal or state law 
defined the ultimate liability. Since 


creditors of the decedent might not re- 
cover from the beneficiary under state 
law, if the Commissioner’s rights against 
the beneficiary were to be determined 
under state law, he too would be un- 
successful. However, the Tax Court and 
the Third Circuit, Pearlman (153 F.2d 
560, CA-3 1946) held that state law 
should not control in the area of tax- 
ation where uniformity is desirable and 
that state “exemption statutes” should 
not be permitted to limit the rights of 
the Federal Government. 

The Supreme Court of the United 
States appears to have definitely settled 
these issues. In Stern, the cash surrender 
value of the policies was in excess of 
the income tax liabilities. The Tax 
Court upheld the assessment of the tax 
against the beneficiary. The court of 
appeals, however, reversed on two 
grounds: that the beneficiary was not 
a “transferee” within the meaning of 
Section 311, and that, in any event, un- 
der state law the beneficiary was not 
liable to creditors of the decedent. 

The Supreme Court first found that 
Section 311 neither created nor defined 
a substantive liability but provided 
merely a new procedure for the collec- 
tion of taxes. Therefore, it was required 
to look to another source for a defini- 
tion of the substantive liability. The 
Court rejected the Government’s conten- 
tion that it should further “uniformity 
of liability” and reject state law in 
favor of having Federal courts fashion 
governing rules. Since Congress had not 
manifested a desire for uniformity of 
liability, the Court therefore concluded 
that the creation of Federal decisional 
law would be inappropriate and that 
the beneficiary was not liable unless 
state law created such a liability. 


The Bess case 


In the companion case, Bess, the cash 
surrender value of the policies owned 
by the decedent was less than his tax 
liability, but the proceeds of the life 
insurance was substantially greater than 
the tax liability. The important factual 
difference between the two cases was 
that in the Bess case, notice and demand 
for the payment of the deficiencies had 
been made on the decedent prior to his 
death, and, accordingly, the Government 
contended it had a lien on the policies 
while the decedent lived. The Commis- 
sioner did not proceed under Section 
311 but brought a suit in equity in the 
district court. 

The district court held the beneficiary 
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liable for the total taxes owing. The 
Third Circuit held that the beneficiary 
was liable only to the extent of the cash 
surrender value of the policies. Both 
based their decisions on the 
ground that the beneficiary was a trans- 
feree within the meaning of Section 311. 

The Supreme Court, although affirm- 
ing the decision, stated that the lower 
courts had erred in applying Section 
311, which the Court had held in the 
Stern case to be merely a procedural 
statute. The proper ground for decision 
was that the notice and demand made 
on the decedent gave rise to a lien un- 
der Section 3670 of the Internal Rev- 
enue Code of 1939 on the property of 
the decedent in the insurance policy. 
This lien was not cut off by the de- 
cedent’s death. Moreover, since under 
state law the property of the insured in 
the insurance policies was not subject 
to the rights of creditors, this law could 
not affect the lien of the government. 
The difference between the treatment of 
state law in the Bess case and the treat- 
ment in the Stern case was that in the 
former case the lien was specifically 
created by Federal statute, the effect of 
which could not be superseded by state 
law. In the latter case there was no 
Federal law creating a right of the Gov- 
ernment and, accordingly, the applica- 


courts 


tion of state law did not vary or detract 
from Federally created rights. 

The remaining question was whether 
the beneficiary was liable to the extent 
of the life insurance proceeds or whether 
the liability was limited in the amount 
of the cash surrender value of the poli- 
cies. The “proceeds,” the Court held, 
were never subject to the insured’s con- 
trol during his lifetime and, accordingly, 
he had no “property” or “rights to 
property” in the proceeds within the 
meaning of Section 3670. 

The decedent did, however, have a 
choice in action at the time of his death 
to the extent of the cash surrender value 
of the policies. Although it was argued 
that this right of the decedent was not 
transferred with his death and that in 
fact the surrender value terminated on 
his death, the receipt of the proceeds 
by the beneficiary being a performance 
of the under a 
separate promise, the Court held that 
in “economic reality” the cash surrender 
value constituted a fund held by the 
insurer for the benefit of the insured 
which, together with another amount 
insurer’s 
promise to pay the proceeds, was trans- 


insurance compa ny 


sufficient to perform the 


ferred to the beneficiary. The benefi- 
ciary, therefore, took the proceeds sub- 
ject to the Government’s lien to the ex- 
tent of the cash surrender value of the 
policies. 


Net effect of decisions 


The impact of the Stern and Bess 
decisions has been felt in the entire 
field of transferee liability and not mere- 
ly in the limited area involving life 
insurance beneficiaries. These decisions 
have clarified to a great extent the 
proper influence to be accorded state 
and Federal law in determining lia- 
bility. 

State law applies in determining 
the existence of substantive liability. 
Whether or not a transferor was in- 
solvent (Terrace Corp., 37 BTA 263; 
Butler, 24 BTA 506); whether there was 
an adequate consideration (Reinecke, 
220 F.2d 406; Irvine v. Helvering, 99 
F.2d 265; Papineau, 28 TC 54); or 
whether a fraudulent transfer occurred 
(Russell, 59-2 USTC 9565 (Rhode Island 
law); Julia Cassella, 18 TCM 396 (1959) 
(Kentucky law)), must be decided by the 
law of the state where the transferor is 
domiciled. This result is bottomed on 
the notion that the Federal Government 
has derived its rights against the trans- 
feree from its position as a creditor. The 
rights of creditors are defined in the 
laws of the state, and it is from them 
only that the Federal Government de- 
rives any substantive rights against the 
transferee (Truax, 223 F.2d 229 CA-5, 
1955; Rowen, supra; and Bess, supra). 

Once liability has been established, 
however, the Federal law determines 
what assets can be reached. Exemptions 
provided by state law are ineffective 
against the statutory liens of the United 
States for Federal taxes (Knox v. Great 
West Life Assurance Co., 212 F.2d 784, 
CA-6, 1954). In this area Federal law 
is still paramount. It should be remem- 
bered that “liability” and “exemption” 
are two different concepts, and trans- 
ferees who rely on state exemption or 
state homestead laws to prevent trans- 
feree liability are courting defeat by 
confusing these concepts. In fact, some 
of the more recent decisions have re- 
flected this confusion. 


Recent decisions 

Particularly in point is the recent de- 
cision in Davis et al v. Birdsong (60-1 
USTC 9295, CA-5, 1960). Mrs. Birdsong, 
a widow, was awarded a year’s support 
from the property of her late husband 
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[Burton L. Williams and Jack H. Calech- 
man are members of the Boston law 
firm of Brown, Rudnick, Freed & Ges- 
mer. Both have been trial attorneys in 
the Office of the Chief Counsel and have 
written for leading tax publications.] 





in accordance with the laws of the 
state of Georgia. Prior to the award 
but following his death, the Tax Court 
determined that transferee liability ex- 
isted on the part of Mrs. Birdsong for 
her husband’s income taxes based upon 
a stipulation of settlement by her coun- 
sel. To enforce collection of the taxes 
due, the Government seized Mrs. Bird- 
song’s residence, the very property that 
had been set apart for her support by 
the Georgia Probate Court. She peti- 
tioned the Federal District Court of 
Georgia to enjoin the sale of the resi- 
dence, relying for her defense against 
transferee liability on the Georgia ex- 
emption statute. The district court ruled 
in her favor relying principally on the 
Georgia statutes. On appeal, the cir- 
cuit court reversed the finding of the 
lower court on the ground that this 
statute was not valid as 
against the rights of the United States 
(Shambaugh v. Scofield, 133 F.2d 345, 
CA-5, 1942; Heffron, 158 F.2d 657, 
CA-9, 1947). The court noted that Sec- 
tion 6334 of the Internal Revenue Code 
catalogues the property that is exempt 
from Federal tax liens. Property covered 
by state-created exemptions was not in- 
cluded. 

The decision of the Tax Court in 
Birdsong was based upon a voluntary 
stipulation of settlement, entered into 
by Mrs. Birdsong’s counsel, that she was 
liable as a transferee. No appeal was 
made from this decision voluntarily 
agreed to by taxpayer’s counsel. Conse- 
quently, the decision of the Tax Court 
with respect to liability had become 
final and binding. 

The court of appeals declared that 
once a party conceded transferee lia- 
bility, as Mrs. Birdsong had done, it was 
not possible for her to defeat the col- 
lection of the tax liability by invoking 
the protection of state exemption stat- 
utes. The court said that it need not 
consider the proposition that transferee 
liability rests upon local or state laws 
as advanced in the Truax case, since 
that question had already been deter- 
mined and was not now subject to re- 
view. When Mrs. Birdsong’s counsel 
signed the Tax Court stipulation, the 
point became moot. The result may 


exemption 
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have been different without such a 
stipulation. 


The Federal District Court of North 
Dakota faced a similar problem in 
Heasley et al (170 F. Supp. 738, DC 
N.D. 1959) when it had to decide if a 
wife’s homestead exemption was effec- 
tive as against a Federal tax lien. The 
North Dakota court ruled against the 
wife and said that United States courts 
have the last word in Federal tax lien 
matters. It noted that the several states 
cannot carve out homestead exemptions 
to protect property from the effect of 
Federal tax liens. Apparently, the lia- 
bility question was not in issue. 

Local exemption statutes were also 
in issue when the Government sought to 
collect accumulated deductions and in- 
terest received from the City Employ- 
ees’ Retirement System by the widow 
of a deceased employee (Laura Lewis, 33 
TC No. 25, 1960-10 IRB, p. 8). 
However, Mrs. Lewis had far more am- 


ac q- 


munition than just the municipal law 
exempting such funds from the reach of 
creditors. Petitioner’s husband had died 
early in 1952 before his 1951 taxes were 
due. When the Commissioner attempted 
to reach the retirement payments to sat- 
isfy her late husband’s taxes, Mrs. Lewis 
not only argued that under applicable 
municipal law retirement funds were ex- 
empt from execution but also claimed 
that there was no transfer and that she 
under local law. 
She based her argument on the Stern 
The Tax Court held that 
unnecessary to decide whether petitioner 


was not a transferee 


case. it was 
was a transferee within the provisions 
of Section 311 of the Internal Revenue 
Code of the 
municipal law governs the question of 
petitioner’s the United 
States, and under their interpretation 


1939 because under Stern 
liability to 


no liability existed. This is by no means 
inconsistent with the Birdsong decision 
since in the latter case liability had 
The 
Internal Revenue recently announced 


been admitted. Commissioner of 
his acquiescence as the final chapter in 
the Lewis case. 


Conclusion 

State or local law has its place in 
the transferee liability field and possibly 
has not been relied upon widely enough 
by taxpayers. Clearly, if one is not liable 
under local law, there is no transferee 
liability. But if one is liable under local 
law, local exemption statutes will not 
place property beyond the reach of the 
Federal tax lien. The decisions in Bird- 


* September 1960 


song and Heasley should not discourage 
potential transferees, since they in no 
way restrict the much welcomed de- 
cisions in the Stern and Bess cases. Ac- 
cordingly, we should still examine our 
state and local laws as possible avenues 
of relief in any future transferee lia- 
bility proceedings. vr 


New audit programs for IRS 
Tue IRS is beginning to develop audit 
technique guidelines for specific indus- 
tries. Commissioner Latham recently an- 
nounced that through this program the 
knowledge and experience gained by 
agents in specialized areas will be made 
known to all other agents, Personnel in 
the Hartford Districts are now prepar- 
ing guidelines for use in examining in- 
surance companies. It is anticipated that 
the program will cover all major indus- 
tries eventually and will be a measuring 
stick for Agents examining similar opera- 
tions. w 


New decisions 





LIFO election not timely. Taxpayer, a 
department store, filed a claim for re- 
fund based on its right to use the Liro 
inventory method, as established by the 
decision in Hutzler Bros. Co. (8 TC 14). 
When Congress passed relief. provisions 
for involuntary conversions of Liro in- 
ventory, the Treasury Regulations re- 
quired that the application under the 
provision be filed within six months 
after the return. Although this Regula- 
tion largely nullified the relief, the court 
upholds it as valid. Taxpayer's claim was 
filed after the passage of the provision 
but not within six months of the return; 
it was not timely. L. S. Ayres & Co., DC 
Ind., 4/12/60. 


Bank deposit method enjoined. In un- 
usual circumstances, the court enjoins 
the government from a proposed assess- 
ment reconstruction of 
payer’s income by 


based on tax- 
the bank deposit 
method. The court finds grounds for in- 
junctive relief: (1) The Service lost or 
destroyed records of the taxpayers which 
they needed to meet an assessment based 
on the bank deposit method. (2) The 
taxpayers do not have sufficient assets to 
pay the tax and sue for refund. (3) 
Adequate data were available to deter- 
mine the tax on the net worth basis. 
[If the threatened action was a jeopardy 
assessment prior to sending a notice of 
deficiency, the 


Commissioner would 


have been required to send such a 
notice within 60 days after the assess- 
ment, and the taxpayers could then have 
litigated their liability in the Tax 
Court, which would probably take into 
consideration the government’s loss of 
their records. If a timely petition was 
filed, the property seized for collection 
of the tax may not be sold without 
the taxpayers’ consent unless mainten- 
ance expenses would greatly reduce the 
net proceeds or the property would be- 
come greatly reduced if it was kept (IRC 
Section 6863). These restrictions on sale 
reduce some of the hardships inherent in 
a jeopardy assessment and many Cases 
hold that hardship does not justify an 
injunction.—Ed.] Guetersloh, DC Tex., 
4/29/60. 


Petition by certified mail was too late: 
[Old law| Taxpayers mailed their peti- 
tion to the Tax Court by certified mail 
on February 11, 1959. The Tax Court 
dismissed it as not timely filed and this 
court affirms. Taxpayers presented three 
arguments. Firstly, that February 11 
was the 90th day and that rules appli- 
cable to registered mail (date of registry 
is deemed date of filing) should apply to 
certified mail. The court notes however 
that the present rule treating certified 
mail like registered mail in this respect 
came into effect only when the regula- 
tions covering it were adopted. That 
happened in 1960, long after the mail- 
ing of this petition. 

The 90-day letter had been mailed to 
taxpayers and returned by the post 
office and finally given them in person 
at an Internal Revenue office. Taxpayer 
was therefore aware of the original mail- 
ing and cannot claim as he did in his 
second argument that the 90 days must 
be counted from the delivery to him not 
the Commissioner’s mailing. That is 
done only when the taxpayer is unaware 
of the mailing. Finally, though the tax- 
payer alluded to the idea that the Com- 
missioner was aware that he was living 
in Florida, he did not really argue the 
point whether the 90-day letter was 
sent to his last known address. So far 
as the record shows the only address 
known to the Commissioner was the 
one in New Jersey to which the letter 
was sent. Boccuto, CA-3, 5/2/60. 


Overpayments found, payee unknown. 
Taxpayer's husband had been the prin- 
cipal owner of a corporation which had 
been liquidated and its business taken 
over by a partnership in the mid-forties. 
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During this period, taxpayer separated 
her husband and was later di- 
vorced. Meantime, she was involved in 
the litigation over her transferee liabil- 
ity for corporation taxes. At issue here 
are returns filed in her name showing 
income from the partnership. Taxpayer 
did not pay any of the taxes shown as 
due on these returns. These taxes were 
paid by a person or persons unknown to 


from 


the court. The case as filed involved al- 
leged deficiencies in income taxes. But 
since the Commissioner admitted there 
were no deficiencies, and since it was 
clear that overpayments in tax had been 
made, the court limits its finding to a 
statement that overpayments 
exist in a stated amount. Morse, TCM 
1960-73. 


simple 


* Attorney need not identify tax clients. 
Respondent, an attorney, was consulted 
omitted 
from returns of clients of the account- 
ants. The attorney told the accountants 
that an amended return might be the 
basis of prosecution, but that the tax 
should be paid. They thereupon ob- 
tained a cashier’s check for the tax de- 
ficiency, and the attorney transmitted it 
to the IRS on behalf of the unidentified 
taxpayers. The attorney now refuses to 


by accountants about income 


disclose the names of the taxpayers. The 
district court held this refusal was con- 
tempt of court, on the ground that the 
attorney-client privilege does not extend 
to a disclosure of the identity of the 
client. This court reverses. The attorney- 
client privilege is determined by state 
law, and such a privilege exists under 
California law, which is applicable here. 
In this case public policy does not re- 
quire disclosure. Since there is no liti- 
gation, extension of the privilege to the 
identity of the client will not handicap 
any litigant. Baird, CA-9, 6/6/60. 


Variance between EPT claim and suit 
accepted. This is another in the chain of 
cases dealing with the time and amount 
of the deduction for excess profits taxes 


l 


1 computing loss carryovers when the 
excess profits taxes originally computed 
were subsequently reduced by renego- 
tiation. In Lewyt (349 U.S. 237) the 
Supreme Court held that the tax accrued 
was that determined as of the end of the 
taxable year without regard to subse- 
quent changes. The Government: here 
sought to defeat taxpayer’s refund for 
1945 taxes by pointing out that the 
claim for refund originally filed was 
based on a 1944 loss on the theory re- 


jected in Lewyt while this suit claims a 
large 1946 carryback to 1945. The court 
concedes that this variance raises doubts 
but it follows its previous decision in 
Continental Foundry (159 F.Supp. 608), 
which allowed just such a variance on 
the ground that the rule of strictissimi 
juris is not applicable to refund claims. 
Furthermore, it finds that an amend- 
ment to taxpayer’s petition, to which 
the Government also objected, added no 
new operative facts. Sparton Corpora- 
tion, Ct. Cls., 6/8/60. 


Penalty assessed for lateness and negli- 
gence; return was filed by his agent. 
Taxpayer was authorized by extensions 
to file his 1953 return on June 15, 1954, 
but filed it on August 17, 1954, claim- 
ing he did not receive necessary informa- 
tion from certain banks with which he 
had loans outstanding. Taxpayer re- 
ported $200 as wages earned, although 
his W-2 showed $500; taxpayer also de- 
ducted amounts paid for insurance 
premiums as an interest payment. Tax- 
payer’s return was prepared by his agent. 
The court assesses penalties for (1) fail- 
ure to file a timely return, (2) failure to 
file a declaration of estimated tax, and 
(3) negligence in omitting a portion of 
his wages and in deducting insurance 
premiums as interest. The fact that the 
return was made out by the taxpayer’s 
agent does not relieve him from liability, 
since the mistakes of an agent should be 
corrected by his principal. England, Jr., 
34 TC No. 64. 


Can’t sue for refund of tax deposited 
without assessment. A criminal tax eva- 
sion case is currently pending against 
taxpayer-corporation’s officers for evad- 
ing taxpayer’s income taxes. Taxpayer 
gave check for 
nearly $3 million as a deposit on the 
presumed deficiency to stop the run- 
ning of interest. Taxpayer then filed a 
refund claim and brings this suit there- 


the district director a 


on in an attempt to determine the de- 
The held it 
jurisdiction. There has been no tax 


ficiency. court had no 
assessment upon which a determination 
could be based. This court affirms. Tax- 
return of 
the payment on written request. Farns- 
worth & Chambers Co., Inc., CA-5, 6/ 


15/60. 


payer could have obtained 


Income tax deficiency resulting from 
EPT redetermination not barred by 
The 


against taxpayer a deficiency in income 


statute. Commissioner asserted 
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tax for 1944 resulting from a court de- 
cision redetermining taxpayer's related 
excess profits tax for the same year. In 
determining whether the Commissioner 
was barred from assessing the deficiency, 
the Tax Court held for the Commis- 
sioner, ruling that the general period of 
limitations is inapplicable, having been 
superseded by a special extended period 
under 1939 Code Section 3807. The lat- 
ter Section, which is effective only for 
years ending prior to June 30, 1950, con- 
trols in case of related taxes imposed 
under the income and excess profits tax 
provisions of the 1939 Code. This court 
affirms. Ambassador Hotel, CA-9, 6/ 
10/60. 


Statute of limitations extended by un- 
accepted offer in compromise. Taxpayers 
made two offers in compromise to settle 
deficiencies. The first was accepted after 
10 months, and the second was rejected 
after having been pending for five years 
and two months. The court holds that 
the Government's action for collection 
was timely, even though it was com- 
menced more than six years after assess- 
ment of the deficiencies. Taxpayers’ 
offers in compromise waived the statute 
an additional six years, despite the fact 
that the second offer was never accepted. 
The Government is not entitled to in- 
terest on the interest on the original 
deficiency. Glasser, DC IIl., 5/7/60. 


Motions to “correct” opinion. Taxpayer 
filed a motion requesting the court to 
“correct” its original opinion in 33 TC 
787, Specifically, taxpayer takes issue 
with the finding that breeder foxes were 
“inventoried.” It asks the court to find 
that they were not inventoried so as to 
be entitled to an allowance for depre- 
ciation. The court denies the motion on 
the grounds that it is not supported by 
the record. Nieman & Co., TCM 1960- 
119. 


No corporate estimate needed in year 
after loss. The taxpayer corporation in- 
curred a loss for the preceding taxable 
year and reported no taxable income. 
However, for the current year, it expects 
to report taxable income. The Service 
accepts the position of the corporation 
that no penalty will be imposed upon 
the corporation for failure to pay esti- 
mated taxes in the current year because 
the Code prevents the imposition of any 
such penalty if the payments made equal 
or exceed the tax liability of the pre- 
vious year. Rev. Rul. 60-200. 
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Personal tax problems of the fiduciary - 


the forgotten man in estate planning 


by JOHN B. HUFFAKER 


Too often the fiduciary of an estate which has been preplanned for tax saving acts 


without sufficient regard for his own interests as a taxpayer. Mr. Huffaker here 


points out the chief tax problems of fiduciaries and shows how fiduciaries can obtain 


substantial tax savings for themselves at no cost to the estate or its beneficiaries. 


I* CONSIDERING THE OVER-ALL tax liabil- 
ity of the estate and its beneficiaries, 
the tax planner ordinarily should give 
consideration to fiduciary fees and try to 
determine whether fees or a bequest in 
lieu of fees is more favorable. Since this 
alternative arises, practically speaking, 
when the fiduciary is a member of the 
family, his position as a taxpayer is 
usually one of the factors considered 
before a decision is made. In general, 
when the estate is in a low estate tax 
bracket and the income tax deduction 
would also benefit a taxpayer (either the 
estate or a beneficiary) in a low bracket, 
a bequest in lieu of commissions will be 
theoretically attractive. 

For example, a testator leaves the 
major part of his estate of $400,000 in 
trust with his wife as income bene- 
ficiary and his son as executor (or co- 
executor). If the son is in a 60% in- 
come tax bracket and the surviving 
spouse is in a 30% income tax bracket, 
a saving of about 30% of the commis- 
sions that would otherwise be payable 
to the son is possible since the marginal 
estate tax bracket will also be 30% (as- 
suming a maximum marital deduction). 
Of course, the testator would be taking 
a chance that the person named as ex- 
ecutor would be able to qualify (and thus 
receive a bequest) but would not serve. 
If this happened, the substitute execu- 
tor would be entitled to compensation 
for his services so that there would be 
a depletion of the estate. If there are 
co-executors so that an additional execu- 
tor need not be named in case one either 
fails to qualify or fails to serve, this 


disadvantage will not be as important. 

The general rule is that compensation 
received by a fiduciary constitutes in- 
come subject to income taxation. How- 
ever, there is sometimes a question 
whether commissions received by a fidu- 
ciary are in fact compensation for serv- 
ices or are a gift or bequest; the latter 
are not taxable. It is reasonaby clear 
that a bequest will not be tax free 
merely because the testator uses the 
magic words “gift or bequest.” It will 
be tax free if it is clear that the legatee 
need not render services in order to re- 
ceive the payment. A bequest of a 
specific sum to an employee “in appre- 
ciation of her long and loyal service’’ 
which was stipulated to “include all 
compensation for her services as execu- 
tor” is not taxable since the receipt of 
the bequest was not contingent upon 
her performing the duties of executrix.1 

On the other hand, a provision that 
“my executors shall each be paid and 
shall each receive in full payment for 
all commissions . . . the sum of $50,000” 
was held to be taxable since the pay- 
ment “constituted remuneration for his 
services in the execution of his duties as 
executor and trustee.”? Similarly, where 
a will contained the provision “for his 
compensation as executor and trustee 
under this Will I give and bequeath to 
my son... the sum of $25,000,” the 
payment was held to be taxable as in- 
come.3 


Allowable deduction 


The Regulations provide that a be- 
quest or devise to the executor in lieu 


of commissions is not deductible for 
estate tax purposes. If, however, the de- 
cedent fixes the compensation payable to 
the executors for services to be ren- 
dered, the deduction “may be taken to 
the extent that the amount so fixed does 
not exceed the compensation allowable 
by the local law or practice.” While the 
estate tax regulations do not give any 
indication as to the income tax treat- 
ment of that portion of the compensa- 
tion that is considered as in excess of 
the amount allowable by local law, the 
excess would seem properly to be treated 
in the same manner as excessive compen- 
sation paid an employee. The Regula- 
tions recognize that any excess compen- 
sation should be given whatever char- 
acter that is shown by the evidence to 
be appropriate but that in the absence 
of evidence to justify other treatment, 
the excessive payment will be included 
in the gross income of the recipient.5 

Since the basic test that would be 
applied by a court in fixing the com- 
pensation of the executors is reasonable- 
ness in relation to the services rendered 
and responsibility assumed, it would 
seem that the Service could not sustain 
the disallowance of a deduction merely 
by showing that a commission was in 
excess of the amount usually awarded 
for estates of a particular size. If a 
testator thinks that extraordinary at- 
tention should be given his estate, or he 
recognizes that problems exist that will 
justify an above average commission, the 
estate’s deduction should not be limited 
to an average commission since a larger 
amount would be reasonable. But if an 
amount is found to be excessive, it 
would seem clear that it should be re- 
garded as a bequest since this portion 
would not be for services.6 The mere 
fact that the provision is in a will should 
be sufficient evidence of an intention to 
have a portion of the commission re- 
garded as a tax-free bequest. 


Renounced fees 


Under much the same circumstances 
that a bequest in lieu of commissions 
will produce a tax saving, a fiduciary 
may desire to renounce his right to re- 
ceive commissions in order that the 
corpus of the estate or trust will not be 
depleted. The Internal Revenue Service 
has ruled (Rev. Rul. 56-472) that a re- 
nunciation of the right to receive com- 
missions was effective when the waiver 
was executed before any services were 
rendered. Under these circumstances, it 
is clear that the renunciation does not 
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[John B. Huffaker was formerly on the 
staff of the Joint Committee on Internal 
Revenue Taxation. He is now associated 
with the Philadelphia law firm of 
Duane, Morris & Heckscher. This article 
is a slightly condensed version of a 
paper which appeared in the Temple 
Law Review, Spring 1960.] 





constitute a gift to the beneficiary whose 
interest is increased and that the trustee 
is not regarded as constructively receiy- 
ing income. It should be noted that 
there is no statement in the ruling that 
the renunciation would not have been 
if made at a later date but 
merely holds that a renunciation before 
services are rendered is effective. 

It has been held that the amount of 
commissions to which a trustee was 
entitled should not be taxed to him al- 
though the trust instrument specifically 
provided for payment to him and he 
did not renounce his right to receive it. 
The court held that “Petitioner had the 
right to render his services free if he 
wished, and we know of no rule of law 
which requires a person to accept com- 
pensation or income.”7? It might be 
noted that in this case the Board of Tax 
Appeals felt that the decision was gov- 
erned by a case in which the fiduciary 
“decided in * not to take a 
salary which was awarded to him by a 
court order in view of the extra amount 
of work the estate was expected to en- 


effective 


advance’ 


tail.8 Thus, the cases seem at most to 
require an advance intention not to take 
compensation for services but there is 
clearly no requirement that this decision 
be irreversible. 

If consideration is received by an in- 
dividual for renouncing his right to 
serve as execuor or to receive commis- 
sions, the consideration received for the 
renunciation will be regarded as in- 
come.9 

A consideration that would make a 
fiduciary reluctant to renounce his right 
to fees would be that his expenses would 
not be deductible since the activity 
would not be engaged in for the pur- 
pose of making a profit.1° Furthermore, 
while the question does not appear to 
have been litigated, it seems that the 
executor who receives a tax free bequest 
in lieu of commissions is also unable to 
deduct his expenses.11 


The retired executor 


If the executor is receiving Social Se- 
curity benefits or is claiming a retire- 
ment income credit, consideration must 


be given to the effect of his receipt of 
commissions. The retirement income 
credit may be lost by virtue of the re- 
ceipt of commissions although the 
fiduciary’s activities do not constitute a 
trade or business. No reduction is neces- 
sary in Social Security benefits if the tax- 
payer rendered no substantial services 
during the month “with respect to any 
trade or business.” 12 Thus, if the activi- 
ties of the fiduciary do not constitute a 
trade or business, he would not have re- 
ceived any self-employment income for 
services rendered during the month and 
the receipt of commissions would not 
cause loss of Social Security benefits. 

If the fiduciary is not otherwise eli- 
gible for Social Security, he may want 
to be regarded as being in business to 
have the commissions treated as self-em- 
ployment income.18 The circumstances 
under which a non-professional fiduciary 
is considered to be engaged in a trade or 
business is discussed in relation to the 
deduction of the expenses of the fidu- 
ciary. 


Spread-back 


Frequently commissions are paid the 
fiduciary in one year to cover services 
extending over a period of years. When 
the commissions so awarded constitute 
a major part of the income of the fidu- 
ciary, it may be to his advantage to have 
the income taxed as if it had been paid 
when earned rather than all added to his 
income for the year when received. 

Special relief provisions apply to 
“compensation from an employment” 
that extends over a period of at least 36 
months and “back pay.”!4 Generally, 
these Sections provide that income that 
meets the requirements of either Section 
will not result in a greater tax than if 
the amounts had been paid ratably over 
the period in which earned. 

Ordinarily, a fiduciary is not an em- 


1 Rev. Rul. 57-398, CB-2, 1957, p. 93. See Merriam, 
263 U.S. 179 (1923). 

2 Ream v. Bowers, 14 F.2d 993 (SD N.Y. 1926). 

* Grant v. Rose, 24 F.2d 115 (ND Ga. 1928). 

* Reg. Sec. 20.2053-3(b) (2). 

5 Reg. Sec. 1.162-8. 

® See Arsnel, Bank Dissolution, 92 P.L.J. 480, page 
731, Remick, Pennsylvania Orphans Court Prac- 
tice. 

7 Charles Stewart Mott, 30 BTA 1040, 1044, aff'd 
on this point, 85 F.2d 315 (CA-6, 1936). 

®°S. A. Wood, 22 BTA 535. 

® Rosemary Kenny, 32 TC No. 63 (1959). 

10 Frederic A. Seidler, 18 TC 256 (1952); Stephen 
H. Tallman, 37 BTA 1060 Reg. Sec. 1.212-(1) (c). 
MN IRC (1954), Sec. 265(1). If bequests are not re- 
garded as “income” so that Sec. 265 does not ap- 
ply, Sec. 212 also becomes inapplicable and a de- 
duction under Sec. 162 is difficult to rationalize. 
12 42 USC Sec. 403(e) (3) (B) (i). See Federal Se- 
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ployee of the trust or estate, so that the 
commissions cannot qualify as “back 
pay.”15 For purposes of other taxes, the 
Service has recognized that a fiduciary 
may be an employee, but an examina- 
tion of the circumstances indicates that 
the individual was both a fiduciary and 
an employee, so that the back pay pro- 
visions might be applicable to amounts 
received in his status as an employee 
but not as to the commissions received 
for acting as a fiduciary.1¢ 

The rendering of services as a fidu- 
ciary does constitute an “employment” 
within the meaning of Section 1301 and 
the relief provisions of this Section will 
apply if the qualifying conditions are 
met. The most difficult hurdle in the 
usual case is the requirement that the 
gross income from the employment re- 
ceived in the taxable year must not be 
less than 80% of the total compensation 
from the employment. For purposes of 
this determination, the taxpayer cannot 
separate corpus commissions from in- 
come commissions.17 Thus, a taxpayer 
who received $17,000 “for receiving and 
paying out the income of the trusts” 
over a period from 1929 to 1940 and 
who received $31,025.12 for receiving 
and paying out principal in 1940, was 
unable to qualify.18 Similarly, the fidu- 
ciary cannot treat extraordinary and 
ordinary commissions as received from 
a different employment,!® or commis- 
sions received between an interim ac- 
counting and a final accounting as 
being received from an employment dif- 
ferent from those received prior to the 
interim accounting.29 Furthermore, the 
fiduciary take into account 
amounts that he reasonably anticipates 
receiving for future services as well as 
amounts received in the taxable year 
and the prior years.2! If an individual 
serves both as trustee and as attorney 


for the estate, compensation received 


must 


curity (1959), Schottland & Bartlett, 88 (Jt. Com- 
mittee on Continuing Legal Education of ALI and 
ABA, 1959). 

1320 CFR 404, 414, adopting by reference the 
definition of “‘net earnings from self-employment” 
at 20 CFR 404, 1050, which is substantially the 
same as IRC (1954) Sec. 1402(a). 

4 TRC (1954) Secs. 1301 and 1303. 

15 Estate of Levit Scofield, 25 TC 774 (1956), aff'd 
on this point, 266 F.2d 154 (CA-6, 1959). 

16 CB-2 1940, p. 251; CB-1 1943, p. 1070. 

17 Paul H. Smart, 4 TC 846, 853 (1945), aff'd 152 
F.2d 333 (CA-2, 1945), cert. denied 327 U.S. 804 
(1946). 

18 Harry Civiletti, 3 TC 1274, aff'd 152 F.2d 332 
(CA-2, 1945), cert. denied 327 U.S. 804 (1946). 
19 Rosalyne A. Lesser, 17 TC 1479 (1952). 

20 Norcross, 114 F. Supp. 51 (D N.J. 1953), aff'd 
222 F.2d 209 (CA-3, 1955). 

2 Ralph E. Lum, 12 TC 376 (1949). 
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by him in his capacity as attorney is 
severable from that received in his ca- 
pacity as a fiduciary.?2 

If the corpus commissions constitute 
the major portion of the commissions 
(but less than 80%), the fiduciary may 
consider having a portion of the income 
commissions paid in the same year as 
the corpus commissions. Thus, if corpus 
$14,000 and the 
income commissions $6,000, the fiduciary 


commissions will be 
will have received Section 1301 income 
if he receives the corpus commissions 
plus $2,000 of income commissions with- 


in one tax year. 


Expenses incurred by a fiduciary 


An estate or trust is one taxable entity 
and the fiduciary is a separate taxable 
entity. Under the familiar principle that 
one taxpayer cannot take a deduction 
for the expenses of another taxpayer, 
the Service has ruled that administra- 
tion expenses are not deductible on the 
fiduciary’s own income tax return but 
are deductible on the return of the trust 
or estate. A common example of this 
principle is presented when an em- 
ployee incurs expenses for which his em- 
ployer would reimburse him but the 
employee fails to ask for reimbursement. 
In this case the employee is denied the 
deduction for the expense.*4 Therefore, 
the starting point in any consideration 
of deductibility of expenses incurred by 
the fiduciary is the question as to which 
taxpayer—the trust or the fiduciary— 
must ultimately bear the burden of the 
expenses. Furthermore, just as a stock- 
holder cannot claim a deduction for ex- 
penses that enhances the chances of the 
Success of the corporation on the 
grounds that this will increase the value 
of his stock, it would seem that a fidu- 
ciary cannot justify a deduction on the 
ground that expenses will increase trust 
income and thus enhance the amount 
of his commissions.*5 

The general rule of trust law is that 
a fiduciary may incur any expenses that 
are necessary or appropriate to carry 
out the purposes of the trust and which 
are not forbidden by the instrument.?6 
In addition, certain types of expenses 
may be specifically authorized by statute. 
However, the trustee cannot properly 
incur expenses in employing agents to 
do acts which he ought personally to 
perform. “Even though the employment 
of an agent does not involve an im- 
proper delegation, he is not justified in 
charging the trust estate with payments 


made to the agent if the agent is em- 


¢ September 1960 


powered to do acts which are covered 
by the trustee’s compensation.”27 In at- 
tempting to reconcile cases in which 
reimbursement for expenses of employ- 
ing investment counsel has been allowed 
with those in which reimbursement has 
been denied, “It would seem to depend 
upon whether, under all the circum- 
stances, the trustee would be expected 
to have the necessary skill in choosing 
investments, as in the case of a corpora- 
tion or individual holding itself or him- 
self out as possessing the necessary 
amount of skills.” 

There is a further consideration that 
even if the delegation of the duty to the 
agent is proper and the compensation 
of the agent is paid by the trust, this 
fact may be grounds for reducing the 
compensation to which the trustee is 
entitled.28 “The question of what is 
reasonable compensation to trustees de- 
pends largely upon the circumstances of 
each particular case, and cannot be de- 
termined by any inflexible rule. While 
in practice it is usually claimed and 
awarded as a commission, the rate is not 
determined by any established rule. It 
may be graduated according to the re- 
sponsibility incurred, the amount of the 
and the extent of the services 
necessarily performed.”29 

While most of the litigation seems to 
expenses of 


estate, 


concern the employing 
agents or expenses of litigation, the same 
general rule applies to expenses of man- 
agement—that is, the trust need not 
trustee for what he is 


otherwise being compensated for.#° 


reimburse the 


These cases show that the distinction 
between expenses that must be borne 
by the fiduciary and those that must be 
borne by the trust is extremely vague in 
practice. Since it will often not be prac- 
tical to postpone the decision as to which 
taxpayer must carry the burden until 
account is audited, the 

Rul. 55-190 


the trustee’s 


scope of Rev. should be 


22 Leon A. Jillson, 22 TC 1101 (1954). 

23 Rev. Rul. 55-190, CB-1 1955, p. 275. 

*4 See Horace E. Podems, 24 TC 21 (1955); Hal E. 
Roach, 20 BTA 919. 

% See Jacob M. Kaplan, 21 TC 134, 146 (1953). 

*6 Restatement, Trusts Sec. 188. 

7 Scott, Trusts (2nd Ed. 1956) Sec. 188.3. 

285 McHenry’s Estate, 15 D. & C. Rep. 302; Reed’s 
Estute, 19 Erie 441. 

2? Arsnel, Bank Dissolution, 92 P.L.J. 480, quoted 
at page 731, Remick, Pennsylvania Orphans Court 
Practice. Numerous other cases are cited at this 
source for the proposition that a trustee is com- 
pensated for services performed and responsibility 
assumed. 

8° See Nichols v. McBill, 168 Md. 686, 178 Atl. 697 
(1935). 

3! Mertens, Law of Federal Income Tazation. 


limited to cases in which the relation- 
ship of the trustee and the trust bene- 
ficiaries is such that they are natural 
objects for his generosity. In the absence 
of any indirect gift to the beneficiaries 
in this manner, it would seem that the 
conclusion of the trustee that the ex- 
pense was not reimbursable should be 
binding if it would be reasonable for 
“the average hardheaded business man” 
to so conclude.31 


Business v. non-business expenses 


Once the fiduciary has established that 
the expense is not reimbursable, his next 
task is to that it comes within 
either Section 162, which relates to busi- 
ness expenses, or Section 212, which re- 


show 


lates to the deduction of expenses in- 
curred in the production of income and 
management of property.®? If the activi- 
ties of the fiduciary show that he is en- 
gaged in business, then the applicable 
rule is that “normally one who regu- 
larly engages in the business of serving 
as a fiduciary and incurs and pays a 
liability out of the conduct of such busi- 
ness is entitled to deduct as a business 
expense the amount so paid.’’88 “The 
basic question is whether, in all the 
circumstances, the expenditure is ordin- 
ary or appropriate to the conduct of the 
taxpayer's business.”34 On the other 
hand, if the trustee is not regarded as 
engaging in a business when acting as a 
fiduciary, the test is said to be “whether 
the payment was made with the purpose 
and with the reasonable expectation 
that income would flow directly there- 
from to the petitioner.” 

This distinction is dramatically illus- 
trated by two decisions of the Second 
Circuit. In the first, a trustee paid 
$3,000 to the corpus of each of four 
trusts after a beneficiary complained of 
his negligence. It was stipulated that 
the trustee was not admitting his con- 
duct had been negligent. The taxpayer 


82 Reg. Sec. 1.170-2(a) (2) would permit a deduc- 
tion for unreimbursed expenditures if the trust is 
for the benefit of charity. 

%8 Federation Bank and Trust Co., 27 TC 960, 973 
(1957). See John Abbott, 38 BTA 1290. 

*%* Waring Products Corp., 27 TC 921, 929 (1957). 
See Welch v. Helvering, 290 U.S. 111, 115 (1933), 
in which the test is referred to as “not a rule of 
law—it is rather a way of life.” 

% Bertie Charles Forbes, 18 TC 321, 325 (1952). 
Cf. Bingham’s’ Trust, 325 U.S. 365, 373 (1945). 
% Heide, 165 F.2d 699 (CA-2, 1948). Accord: Jos- 
ephs, 168 F.2d 2383 (CA-8, 1948), cert. den. 335 
U.S. 871 (1948). 

®7 Macy, 215 F.2d 875 (CA-2, 1954). 

%8 Fayen, 34 TC No. 67 (three dissents). 

*® John P. Rice, 44 BTA 749. 


40 Wallace’s Estate, 101 F.2d 604, 606 (CA-4, 
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CA-4, 


had based his case solely upon the con- 
tention that this payment was deductible 
as a non-business expense, but the court 
limited the scope of Section 212 to “ex- 
penses without which receipts would not 
come to hand at all.”” The payment in 
settlement of the surcharge action was 
not essential for the taxpayer to receive 
the commissions and so the deduction 
was disallowed.36 In the second case, the 
Second Circuit permitted a deduction 
when trustees paid $325,000 and $400,- 
000, respectively, to the corpus of three 
residuary trusts. The Tax Court and the 
circuit court agreed that the activities 
of the two individual 
sufficient to constitute a 


trustees were 
business and 
that the expenses qualified as ordinary 
and necessary expenses deductible under 
Section 162,37 

The Tax Court has announced that it 
will apply Section 212 narrowly in con- 
formance with the Second Circuit de- 
cision, but the persuasive dissent of 
Judge Bruce clearly shows that the ques- 
tion should not be regarded as finally 
decided.38 Since the Tax Court was 
considering a case in which the trustee 
was also tne income beneficiary, the de- 
cision goes even further than the Second 
Circuit and Eighth Circuit in restricting 
Section 212. If the decision is appealed, 
it is likely to be reversed on other 
grounds, so that the narrow application 
of Section 212 would not necessarily be 
approved or disapproved by the cir- 
cuit court. 


A fiduciary in business 
While the Second Circuit indicated 
doubt in Heide that a single trust could 
constitute a business, it held to the con- 
trary in Macy, and there is no doubt 
now that an individual fiduciary can 
be considered to be engaged in a trade 
or business although he acts as fiduciary 
of only one trust or estate. The Macy 
case was reasonably clear since the fidu- 


1939). Cf. Pyne, 313 U.S. 127 (1941). 
“ See Justice Frankfurter’s concurring opinion in 
duPont, 308 U.S. 488, 533 (1940). 

*. Cresence C. Clarke, 27 TC 861, citing Pyne, 313 
U.S. 127 (1941), for the proposition that whether 
activities constitute a business is a question of 
fact. 

** Bayles v. Foleum, 157 F. Supp. 869 (ND W. Va. 
1958), which relied on Wallace’s Estate, 101 F.2d 
604 (CA-4, 1939), in which a fiduciary of a $2,- 
000,000 estate was involved. But see Levine v. Fol- 
sum, par. 8444 CCH Unemployment Insurance Re- 
porter. 

“ Fayen, 34 TC No. 67. 

"See Austin, 263 F.2d 640 (1959), and Thomas, 
254 F.2d 233 (1958). 

* Rev. Rul. 58-5, CB-1 1958, p. 322. 

Rev. Rul. 55-447, CB-2 1955, p. 533. 


ciaries were charged with the manage- 
ment of millions of dollars of corpus 
and their services were required over a 
period of years. In an earlier decision 
the Board of Tax Appeals had held that 
an executor who hired an attorney to 
assist him in handling the estate prop- 
erty was entitled to deduct the amount 
paid the attorney for his services as 
business expenses. The taxpayer re- 
ceived $30,000 in commissions over a 
period of two years from a corpus of 
$1,500,000.89 Thus, the test is whether 
the activities of the fiduciary are sufh- 
cient so that he is regarded as being in 
business and not whether the trust itself 
is carrying on a business.*° 

The decisions in the older cases might 
reasonably be expected to be more 
liberal in the definition of a business 
than the more recent cases, since prior 
to 1942 a taxpayer was allowed a deduc- 
tion only for his business expenses.*! 
However, the recent decisions show a 
broader construction of the business con- 
cept. For example, in one case a trustee 
received $3,000 as commissions in one 
year for acting as trustee of a Massachu- 
setts real estatae trust.42 The commis- 
sions were held to be earned in a busi- 
ness and therefore subject to the self- 
employment tax. In another case the 
plaintiff asserted a right to Social Secur- 
ity coverage based on services rendered 
as a trustee, having received fees of 
$4,000 in 1955 and $4,681.27 in 1956. 
She had made application for old age 
insurance benefits and the Government 
refused to include the self-employment 
tax paid on sums in computing her 
benefits. In spite of the fact that the 
estate subject to administration by the 
fiduciary was only $177,500, the duties 
required of her were held to be sufficient 
to constitute a business. The opinion 
emphasizes that the duties would not be 
limited to a brief period of time but 
that the trust was a perpetual trust for 
the benefit of charity.4% 

Contrary to the generally liberal 
trend, the Tax Court has recently held 
a fiduciary who spent 13 hours a week 
in the management of a trust not to be 
in business.44 This concept of a_busi- 
ness seems inconsistent with numerous 
cases defining a “business” for other pur- 
poses and is likely to be reversed.45 


IRS ruling is good guide 

The Service has published a general 
ruling as a guide to be used in deter- 
mining whether income received by 
fiduciaries ‘of decedent’s estates” should 


Personal tax problems + 163 


be considered in computing net earn- 
ings from self-employment.*®  Profes- 
sional fiduciaries are always to be treat- 
ed as engaged in the business of being 
fiduciaries regardless of the assets con- 
tained in the estate. Presumably, this 
would include attorneys. Non-profes- 
sional fiduciaries, that is, persons who 
serve only in isolated instances and then 
as fiduciary for the estate of a friend or 
relative, are not to be treated as receiv- 
ing income from a trade or business 
unless: (a) there is a trade or business 
among the assets of the estate; (b) the 
executor actively participates in the 
operation of this trade or business; and 
(c) the fees of the executor are related 
to the operation of the trade or busi- 
ness. If the non-professional fiduciary 
receives a flat fee for administering 
the estate, an allocation of a portion to 
the business and a portion to the regu- 
lar duties of a fiduciary must be made 
and only the additional amount of com- 
missions attributable to the 
there was a 


fact that 
business included in the 
estate will be subject to the self-employ- 
ment tax. An allocation made by the 
probate court will apparently be recog- 
nized. A co-executor who does not par- 
ticipate in the operation of the business 
is not to be regarded as engaged in the 
trade or business. 


Executor is in business 

The ruling expressly recognizes that 
the activities of the executor of a single 
estate may constitute the conduct of a 
business even though the assets of the 
estate do not include the business as 
such if the executor manages an estate 
which requires extensive management 
activities on his part over a long period 
of time. One of the most significant 
things about this ruling is that it is 
limited to executors who would ordin- 
arily shorter 
period of time than a trustee. Similarly, 
a ruling permitting a deduction as a 
non-business expense of amounts paid 


perform services for a 


by a non-professional fiduciary to his 
co-executors for performance of services 
does not purport to apply to trustees.47 
Thus, an individual who has received 
compensation as trustee, as distinguished 
from an executor, would more common- 
ly be required to render services over a 
period of years, so that the administer- 
ing of a trust is more susceptible to 
being a business than administering an 
estate of similar size. The general prin- 
ciples relating to executors have been 
held applicable in determining that an 
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individual who acted as guardian of 
property for about 15 wards of the court 
was in the business of being a fiduci- 
ary.48 

The cases do not offer any reliable 
guide as to what will be regarded as an 
ordinary and necessary expense if the 
fiduciary is assumed to be in business. 
As Justice Cardozo remarked, this term 
describes a way of life more than it does 
a rule of law.49 For example, if the 
estate is a large one and the fiduciary is 
expected to have broad knowledge re- 
lating to investments, it would seem en- 
tirely proper for the trustee to gain the 
requisite knowledge through entertain- 
ment, travel or by other means that 
would be ordinary and necessary by 
persons having responsibilities for advis- 
ing others as to investments. It is no 
more incongruous for a highly paid 
fiduciary to incur expenses of this na- 
ture than it is for a corporate executive, 
since in both 
reasonable in relation to the compensa- 
tion received. This is particularly true 
if it is clearly the fiduciary’s own respon- 
sibility to gain the knowledge and not 
an expense that will be borne by the 
trust.50 


instances the amount is 


Selecting the fiduciary 

While one aspect of the problem of 
selecting the fiduciary involves the treat- 
ment of his own income and his own 
deductions, the selection may also have 
a profound effect upon the treatment 
of the trust for income and estate tax 
Section 2038 
quires the inclusion of a trust in the 
grantor’s estate if he retains any power 
to change the enjoyment of the bene- 
ficial interest. While this section is mis- 
leadingly labeled “Power to Revoke” in 
the Code, it includes the power to shift 
interest from one 


purposes. Basically, re- 


the beneficial bene- 
ficiary to another®! and even includes 
the cause distribution 


beneficiary at a time earlier than would 


power to to a 


otherwise be the case, although there is 
no power to change the beneficial en- 
joyment from one person to another.5? 


48 Rev. Rul. 58-549, CB-2 1958, p. 425. 

49 Welch v. Helvering, 290 U.S. 111 (1933). 
50 See Penn v. Robertson, 29 F. Supp. 386, aff’d 
1156 F.2d 167 (1940), in which the dual test is 
whether the taxpayer in good faith expended the 
amount in earning his income and reasonableness 
in relation to the compensation received. This case 
is quoted with favor in Rev. Rul. 57-502, CB-2 
1957, p. 118. 

51 Porter, 288 U.S. 436 (1933). 

52 Mellon v. Driscoll, 117 F.2d 477; 
U.S. 579 (1941). 

53 State Street Trust Co., 263 F.2d 635 


cert. den. 313 


(CA-2, 


September 1960 


A recent decision5’ showed that even 
broad administrative powers can result 
in the inclusion of the corpus in the 
grantor’s estate. 

While estate planners are now reluc- 
tant to name a grantor as trustee of 
an inter vivos trust for fear of causing 
inclusion of the corpus in his estate (if 
the power of the trustee is sufficient to 
make the position of trustee attractive, 
then it is quite possibly a power within 
Section 2038; if the power is less than 
this, the grantor is probably not par- 
ticularly interested in being a trustee 
anyway), there are at least two instances 
in which it may be desirable to cause a 
trust to be included within the grantor’s 
gross estate. For example, if a trust pro- 
vided for the income to be paid to char- 
ity during the life of the grantor and at 
his death for the corpus to be dis- 
tributed in equal shares to his children, 
there may be an advantage if the grantor 
has a small estate for Federal estate tax 
purposes. This is most likely to happen 
in the case of a high salaried executive 
who has attractive income tax savings 
through the establishment of the trust 
but who does not have a large estate. By 
causing the trust to be included in his 
estate, the corpus would get a new basis 
at the date of his death.54 

The second circumstance in which it 
would be desirable to cause the trust to 
be included in his estate would be if he 
desired to increase the amount of the 
marital deduction. For example, assume 
that the decedent has a gross estate of 
$200,000 without taking into account a 
trust®5 with a corpus of $50,000 that is 
for exclusively charitable beneficiaries. 
If the grantor is one of the trustees and 
the trustees have the power to sprinkle 
the among charitable bene- 
ficiaries, then the adjusted gross estate 
$250,000 and the maximum 
deduction $125,000. If the 
grantor was not one of the trustees, the 
maximum marital deduction would be 
only $100,000. Particular care should be 
to the possible impact of a 
foundation on the estate if 


income 


will be 


marital 


given 
charitable 


1959). But cf. Henry S. Downe Estate, 2 TC 967 
(1943). 

% IRC (1954) Sec. 1014(b) (9). 

5 A trust that owns a life insurance policy on the 
grantor’s life offers attractive possibilities. 

%In an extreme case, the maximum marital de- 
duction could exhaust the entire probate estate. 
Other legatees might receive nothing and the sur- 
viving spouse’s estate would be unduly increased. 
57 IRC (1954), Sec. 671; Reg. Sec. 1.671-2. 

58 Note that maximum deduction under Section 179 
would be computed as if the grantor was the own- 
er of the trust property. 


there is a formula-type marital deduc- 
tion. Under these circumstances, the wife 
might find herself receiving a much 
greater portion of the estate than the 
decedent intended.5¢ 

For income tax purposes, Subpart (e) 
of Chapter J contains the complex 
rules as to when the income of the 
trust will be taxable to the grantor. It 
is sometimes overlooked that the deduc- 
tions of Subpart (e) trusts are allowable 
to the grantor just as the income is tax- 
able to him.57 If it is contemplated that 
the trust will acquire depreciable prop- 
erty and that the trust will have an 
excess of deductions over income due 
to the special methods of depreciation 
available under Section 167 or the addi- 
tional first-year depreciation available 
under Section 179, the grantor might 
desire to retain a power so that he would 
be regarded as the owner for a period 
of time.58 

It also is apparently possible to have 
commissions paid trustees in the year of 
termination of a trust deemed deduc- 
tions of the grantor. Assume, for ex- 
ample, that property is to be held in 
trust for ten years and one month and 
then distributed to named beneficiaries. 
During the first ten years the grantor 
has no power over income or corpus and 
the income is taxed to the beneficiaries. 
However, in the eleventh year, the 
grantor has the right to cause the in- 
come to be paid to a person who is 
not a dependent. Since this power is 
forbidden under Section 674, the grantor 
would be treated as the owner of the 
trust. If the professional co-trustee 
charged corpus commissions in that year 
to cover the full term of the trust, there 
would seem to be no rule to prevent the 
grantor from deducting the full amount 
of these commissions from his own in- 
come even if the trust had no income 
in that year. bs 


Tax Court restudying living 
expenses on medical trip 


ese THE CARASSO OPINION (34 TC 
No. 65) came down last month dis- 
allowing hotel bills on a convalescent’s 
trip to Bermuda, tax men were puzzled 
that the Tax Court did not even refer 
to its 1959 Bilder decision (33 TC 155) 
which allowed the rental for an apart- 
ment in Florida during annual visits 
undertaken by a heart patient on his 
doctor’s advice. Practitioners wondered 
whether the Tax Court was deliberately 
changing policy. However the Carasso 
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case was argued by the taxpayer him- 
self and the possibility is that he did 
not call the Bilder decision to the at- 
tention of the court. Perhaps alerted by 
the widespread comment on the switch, 
Tax Court is withdrawing the 
Carasso decision (Order 7/15/60) for 
reconsideration. 


the 


The now-withdrawn Carasso opinion 
justified the disallowance on the ground 
that the intention of Congress was to so 
limit medical expenses. The earlier 
Bilder opinion did not discuss the ques- 
tion of the intent of Congress—indeed 
the court then seems to have been oc- 
cupied only with the problem of allocat- 
ing the rental expense between that due 
to taxpayer, which it allowed without 
and that which should be 
assigned to taxpayer’s wife and child. 
Che Government is appealing the Bilder 
case on the rent issue to Third Circuit. 
rhe IRS has acquiesced (IRB 1960-16) 
in the other issue in Bilder, the allow- 
ance of the cost of his transportation to 
Florida. 


discussion, 


Judge Raum’s opinion in the Carasso 
case, ignoring Bilder, outlines the his- 
tory of the 1954 Code changes in the 
definition of medical care. Section 
213(e)(1) of the 1954 Code provides that 
“The term ‘medical care’ means amounts 
paid . . . (B) for transportation primar- 
ily for and essential to medical care,” 
“This provision,” Raum said, 
“made [it] clear that appropriate trans- 


Judge 


portation costs were to be deductible, but 
by so limiting the deduction at the same 
time raised the inference that other costs 
such as board and lodging were not to 
be deductible. That such was the inten- 
tion of Congress is made plain in the 
committee the House 
Ways and Means report, commenting 
on this provision, declares (H. Rep. No. 
1337, 83d Cong., 2d Sess., p. 30): 

‘‘A new 


reports. Thus, 


“medical ex- 
penses” is provided which incorporates 
regulations under present law and also 
provides for the deduction of transpor- 
tation expenses for travel prescribed for 
health, but not the ordinary living ex- 


trip.’ 


definition of 


penses incurred during such a 
(Italics supplied.) 

“And the same report, in its detailed 
discussion of the technical provisions of 
the bill, explicitly states: 

“*The deduction permitted for “trans- 
portation primarily for and essential to 
medical care” clarifies existing law in 
that it specifically excludes deduction of 
any meals and lodging while away from 
home receiving medical treatment. For 


example, if a doctor prescribes that a 
patient must go to Florida in order to 
alleviate specific chronic ailments and to 
escape unfavorable climatic conditions 
which have proven injurious to the 
health of the taxpayer, and the travel is 
prescribed for reasons other than the 
general improvement of a _ patient's 
health, the cost of the patient’s trans- 
portation to Florida would be deduc- 
tible but not his living expenses, while 
there.’ (Italics supplied.) 

“See also Sen. Rep. No. 1622, 83d 
Cong., 2d Sess., pp 35, 219-220. Sub- 
stantially the same thought appears in 


Personal tax problems + 165 
the Regulations, Section 1.213-1(e) (iv).” 

Taxpayers concerned with medical ex- 
pense problems will watch with interest 
for the action of the Tax Court on its 
reconsideration of Carasso and of the 
Third Circuit in Bilder. Unfortunately 
for them the case in their favor, Bilder, 
is a weak one; Carasso, though tech- 
nically deficient in ignoring Bilder, is 
soundly based. 

One 


this always comes to mind: 


such as 
A badly 
argued case generally makes for confu- 
sion. Pro se presentations can make bad 
law. This case is no exception. w 


moral in a situation 


Gift v. income; discord in the 


Supreme Court compounds confusion 


MM“ OF THE CRITICISM of the Su- 
preme Court these days is violent 
and uninformed; but even the legal 
scholars have become concerned and in 
moderate and measured tones are asking 
whether too great a burden has been 
placed on too small a group. Now tax 
men join other legal specialists deplor- 
ing the inability of the Court to handle 
the technicalities of their field in law so 
as to give firm guidance to lower courts 
and_ to problems 
which, because of the inability of those 
inferior tribunals to agree, have gone to 
the High Court. 

The between compen- 
sation and tax-free gift is a hard one to 


administrators on 


line taxable 
draw. The question is one that arises 
thousands of times. Legislation on the 
point seems undesirable; the Code is 
already so huge as to be unwieldy and 
this is the kind of question that ideally 
would be settled by comparison with 
reasoned standards formulated by the 
administrator and cor- 
rected if necessary by the courts. Surely 
in the years since 1913 everyone has had 
time to understand the of the 
gift-v.-compensation problem, to 


and reviewed 


nature 
con- 
sider the underlying economic and social 
problems, the questions of equity and 
fairness that arise. 

The three cases in which the Supreme 
Court was asked to provide a guidance 
were: Duberstein, (265 F.2d 28, CA-6, 
1959), Stanton (268 F.2d 727, CA-2, 
1959), and Kaiser (262 F.2d 367, CA-7, 
1959). Mr. Duberstein had suggested a 
possible customer to a businessman and 
was thereafter presented with a Cadillac. 
Mr. Stanton was the controller of Trin- 
ity Church, in New York. He resigned 


to go into business for himself and the 
church made him a special payment at 
his leaving. Mr. Kaiser received strike 
benefits from he United Auto Workers 
during the Kohler strike. 

The Treasury asked that the motive 
of the payor be the test of taxability: if 
the busi- 
ness, then the receipt should be taxed 
as income. (See comment in these col- 
umns on oral argument of these cases 
before the Supreme Court, 12 JTAX 
356). The Supreme Court refused to ac- 


motives are connected with 


cept the Treasury criterion and has 
offered no other. Its decisions of June 
13, 1960, in these cases hold that these 
are questions of fact to be determined 
after consideration of all the factors on 
a case-by-case basis with primary weight 
to be given to the conclusions of the 
trier of the facts. 


Duberstein and Stanton opinions 


These cases were consolidated in the 
Supreme Court. It held that Duberstein 
had taxable income and remands Stan- 
the district court for further 
findings of fact. 

Justice Brennan, writing for the Court, 
refused to give any new test for dis- 
tinguishing gifts from taxable income. 
Reviewing the cases, he concluded that 
the word gift is used, not in a common 
law, but in a colloquial sense, as pro- 
ceeding from detached and disinterested 
generosity, affection, respect, admiration 
and the like. Thus the critical factor is 
the donor’s intention or dominant rea- 
son for making the transfer. Ultimately 
the decision whether a transfer is a gift 
or compensation must be made by the 
trier of the facts. The standard is non- 


ton to 
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technical in nature and is closely related 
to practical human experience. Conse- 
quently review of the fact finder’s de- 
cision must be limited. A jury verdict on 
correct instructions must stand unless no 
reasonable man could agree with it. In 
a trial without jury, the trial judge’s de- 
termination must stand unless clearly 
erroneous. 

Since the decision of the Tax Court 
that Duberstein had taxable income is 
not clearly erroneous, it must stand. In 
Stanton the findings of facts were too 
to the 
concept of the determining factors and 


Sparse indicate district court’s 


legal standards; it was remanded for 
further findings. 

Justice Harlan concurred in Duber- 
for the 
reasons given by Justice Frankfurter. 
Justice Frankfurther would give more 


explicit standards for distinguishing a 


stein; he dissented in Stanton 


gift. When there are business implica- 
tions, he would put the burden on the 
recipient to show that the payment was 
to “What the 
court does now sets fact-finding bodies 
to 


unrelated his services. 
in- 
Be- 
cause of the business connections, Jus- 


sail on an illimitable ocean of 


dividual beliefs and experiences.” 


tice Frankfurter would hold both Duber- 
stein and Stanton taxable. 

Justice Black, too, would hold both 
taxable; he thought the district court's 
findings in Stanton were adequate. 
Whittaker, 
(302 U.S. 34) that the question is mixed 


Justice citing Bogardus 
law and fact, concurs in the result. 
Justice Douglas, being of the view 
that the test set in Bogardus is applicable 
and that there is a gift in each case, dis- 
held 
ments made by a successor corporation 


sents. Bogardus nontaxable pay- 
to the employees of its predecessor be- 
cause made without hope of future bene- 
fit and not under any legal or moral 


obligation. 


Kaiser opinions 


\ jury had found the strike payments 
were gifts; the Supreme Court upholds 
the verdict, six to three. Justice Brennan, 
joined by Justices Warren, Black and 
Douglas, wrote the opinion of the Court. 
They applied the principles of Duber- 
stein and found adequate support for 
the jury It 


assistance 


finding. could have con- 


cluded that the rendered to 
the striker by the union proceeded pri- 
marily from generosity or charity rather 
than from the incentive of anticipated 
economic benefit. 


Justice Frankfurter, in a concurring 


September 1960 


opinion subscribed to by Justice Clark, 
reviewed Treasury rulings on_ strike 
benefits, relief and other compensatory 
payments. He concluded that strike 
benefits were not as a matter of law out- 
side gross income; the question is one 
for the jury. 

Justice Douglas concurred on_ the 
ground that the gift concept is broad 
enough include strike benefits; 
can have charitable 


to 
unions, too, im- 
pulses. 

Justice Whittaker wrote a dissenting 
opinion in which Justice Harlan and 
Justice Stewart joined. They found no 
reasonable basis to support the jury’s 
finding that the benefits were gifts; 
there motive of affection, re- 
spect, admiration, charity or the like. 


The payments were made to continue 


was no 


New decisions affecting individuals 





Cost of child-care included in support 
contributions. [Acquiescence| In deter- 
mining whether a husband or wife con- 
tributed more than one-half of the sup- 
port of their son, amounts paid by the 
wife for child care were held by the Tax 
Court properly included as support. The 
Ninth Circuit Court affirmed (274 F.2d 
448). Lustig, 30 TC 926, acq., IRB 1960- 


25. 


Father entitled to exemptions for his 
two minor children. A father who paid 
$450 for the support of each of his two 
minor children living with his divorced 
wife and her husband is found to have 
half of his children’s 
therefore, is entitled to 
claim two exemptions for them. Rivers, 
TCM 1960-139. 


furnished over 


support and, 


Parent’s exemption for child in institu- 
tion for retarded depends on whether it 
is a school. The Service has ruled (in 
Rev. Rul. 59-379) that amounts expend- 
ed by a for the education 
handicapped child in a state school need 
not considered determining 
whether the child’s parents contributed 
more than one-half of the child’s sup- 
port, since those amounts were classed as 
scholarships. However, in the case of 
children, or other residents of state in- 
stitutions, the amounts expended by the 
state must be considered in determining 
the parents’ right to dependency exemp- 
tions unless the inmate of the institution 
qualifies as a “student” and unless the 
state institution qualifies as an “educa- 


state of a 


be in 





the strike; this was their purpose. structi 
Undesirable though it may be to keep|) the “€ 
adding specific Code provision on spe-f it was 
cific Code provision, it may be less bur- f expen 
densome all around than to leave the | they v 
whole question to the finders of fact. | 34 TC 
The test proposed by the Treasury, | 
either in its absolute form or, as Justice | Embe: 
Frankfurter suggests, as a presumption | were 
rebuttable by the taxpayer, would pro- | payer’ 
vide an adequate standard to do justice i her di 
in most cases. taxpa} 
To move over to the opposite ex- and i 
treme and use the common law standards | ments 
of a gift in such new legislation would ductec 
probably allow a good deal of ordinary | embez 
compensation to escape tax, but the) never 
creation of this small loophole might be } bezzle 
a fair price to obtain certainty. The receiv 
present situation really satisfies no one. of the 
the p: 
sioner 
} and ir 
in th 
tional institution.” Thus, in the case of | court 
children in an institution for the men.) @ loss 
tally retarded, the amounts paid by the item 
state must be included in determining | item) 
the parents’ right to the dependency | previc 
exemption, unless the child qualifies as a } prop 
student at an educational institution. ) Téport 
Rev. Rul. 60-190. payme 
part © 
Canal Zone not community property) ever 
jurisdiction. The Service rules that un-) 34 TC 
der the law of the Panama Canal Zone | 

one-half the husband’s income cannot} Failur 
be taxed to the wife if the parties file | sence 
separate rather than joint income tax} The } 
returns. The statutes of the Canal Zone | mated 
are substantially similar to the laws of er’s ul 
California as they existed prior to 1927, ize ne 
and the pre-1927 California law was in- able ¢ 
terpreted to prevent husband and wife law p 
from splitting the husband’s earnings on | 0D gr¢ 
separate income tax returns. Therefore, ‘ices o 
the same result applies to the Canal } return 
Zone. Rev. Rul. 60-202. an af 
was m 

Vandals’ damage to home appliances are | 4nd a 
deductible. Taxpayer claimed loss de- tion v 


ductions for (1) damage to new house- } !!7. 


hold appliances caused by vandals who 
broke into a house being constructed for 
taxpayer; (2) “embezzlement and theft” 
loss due to a “conspiracy” involving at- 
torneys, local banks, courts, and govern- 
mental agencies; and (3) legal expenses 
incurred with respect to the “embezzle- 
ment and theft” loss. The court allows 


the vandal loss, since the loss was caused 
by agencies outside the control of tax- 
payer and was sudden in nature and de- 
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structive in effect. The court disallows 
the “embezzlement and theft’’ loss, since 
it was not proved, and disallows the legal 
expenses, since it was not proved that 
they were not personal in nature. Davis, 
34 TC No. 58. 


Embezzled royalties not deductible; they 
were never included Tax- 
payer’s agent embezzled royalties from 
her during the years 1942-1952. In 1952 
discovered the embezzlement 
and in 1952 and 1953 obtained judg- 


in income. 


taxpayer 


ments against the agent. Taxpayer de- 
ducted the amount of the judgments as 
emhkezzlement losses, although she had 
never included any of the amounts em- 
bezzled in her income. In 1954 taxpayer 
received a payment in partial satisfaction 
of the judgments, but she did not report 
the payment as income. The Commis- 
sioner disallowed the embezzlement loss 
and increased taxpayer's income in 1954 
in the amount of the payment. The 
court holds that a taxpayer may not take 
1 loss in connection with an income 
item (as distinguished from a capital 
item) unless the income item has been 
previously reported as income in the ap- 
propriate tax return. Taxpayer must also 
the satisfaction 
payment, since this was a substitute for 
part of the embezzled royalties that had 
never been reported as income. Alsop, 


44 TC No. 62. 


report amount of the 


Failure-to-file penalty sustained in ab- 
sence of showing of reasonable cause. 
The penalty for failure to file an esti- 
mated tax for 1951 is sustained. Taxpay- 
er’s uncertainty whether he would real- 
ize net income that year is not reason- 
able cause for failure to file, since the 
law predicates the requirment of filing 
on gross income. Reliance upon the serv- 


ices of a CPA in the preparation of his 
return is not reasonable cause without 
in affirmative showing that the CPA 
was made aware of all the material facts 
ind advised specifically that a declara- 
tion was not required. Black, TCM 1960- 


117. 


“Earned income” for retirement credit 
and self-employ- 
ment” distinguished. The Service holds 
that the terms “earned income” used in 


“net earnings from 


computing the retirement income credit 


ind “net earnings from self-employ- 


ment” are not synonymous. The earned 
income of a farm owner whose personal 


services and capital are material income- 


' 
nd de- | 


producing factors is a reasonable allow- 


ance as compensation for his personal 
services. That allowance may not exceed 
30% of the net or commercial profit de- 
rived from the business (as distinguished 
from the statutory concept of gross in- 
come). However, in determining net 
earnings from self-employment, the tax- 
payer must report his statutory gross in- 
come derived from his trade or business 
less the deductions from gross income 
which are allowed by law. Rev. Rul. 60- 
178. 


On separate return can’t claim exemp- 
tion for wife with income. Taxpayer 
filed a separate return for 1956, his wife 
having refused to sign a joint return 
with him for that year. He is not per- 
mitted to claim an exemption for the 
wife, even though he supported her, 
since she had gross income of $100 dur- 
ing the year. Novak, TCM 1960-138. 


*Payments to ex-wife entirely deducti- 
ble. Taxpayer, Jerry Lester, made pay- 
ments to his former wife under a court- 
ratified separation agreement. Although 
amounts were not specifically earmarked 
for the children, it was provided that 
upon the emancipation, death, or mar- 
riage of each child, the payments to the 
wife would be reduced by one-sixth. 
Taxpayer deducted the total amount 
paid as alimony. The Tax Court found 
that the agreement fixed the support of 
each child at one-sixth of each payment 
and disallowed 50% of the deduction. 
This court reverses and allows taxpayer 
to deduct the payments in full. Taxpay- 
er‘s wife had unlimited control and dis- 
cretionary power over the use of the 
payments. The fact that they are subject 
to reduction when certain events befall 
the children not that any 
portion was earmarked for the children’s 
support. The court notes that this de- 
cision accords with its holdings in Weil 
(240 F.2d 584) and Hirshon Estate (250 
*.2d 497). It is contrary to Eisinger (250 
*.2d 303, CA-9) and Metcalf (271 F.2d 
288, CA-1). Lester, CA-2, 6/6/60. 


does mean 


— 


No gain on relinquishment of option in 
divorce settlement. In 1937 
gave his wife certain stock but retained 
an option to repurchase it for $40,000. 
In a divorce settlement in 1951, when 
the stock was worth $400,000, taxpayer 
released his option in exchange for his 
wife’s giving up her support rights. The 
Tax Court found, with three dissents, 
that the husband realized a long-term 
capital gain from the disposition of his 


taxpayer 
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option in the amount of $360,000. Re- 
fusing to follow Mesta (123 F.2d 986, 
cert. den. 316 U.S. 695), this court re- 
verses. The husband realized no taxable 
gain in carrying out the divorce settle- 
ment. The wife’s rights to maintenance 
and support and to share in the hus- 
band’s estate are too uncertain to be 
given a fair market value. A property 
settlement in a divorce proceeding usu- 
ally involves considerations that play 
no part in a transaction between a will- 
ing seller and a buyer in the open mar- 
ket. A dispute about the validity of the 
option is another factor against fixing 
its fair market value. Marshman, CA-6, 
5/31/60. 


WHAT IS INCOME 


*Commissions due broker writing own 
insurance are compensation. Taxpayer, a 
life broker but not an em- 
ployee, received commissions in connec- 


insurance 


tion with policies issued on his own 
life. The Tax Court held, with seven 
dissents, he need not report these com- 
missions but can 


treat them as a reduction in the cost of 


as realized income 
his insurance. Since he was not an em- 
ployee, there is no element of compen- 
sation throug! bargain purchase here; 
he simply bought at wholesale price. 
This holding it im- 
material whether taxpayer was an in- 


court reverses, 
dependent contractor or an employee. 
It cannot be said that the insurance had 
a value the of the 
premiums. Taxpayer received a benefit 


less than amount 
to the extent of his commissions, which 
are taxable income. Minzer, CA-5, 6/3/ 
60. 


*Commissions on own home are income 
to real estate salesman. Taxpayer, a 
real estate salesman, purchased for him- 
self property listed with his employer. 
The employer received a commission on 
the sale and then paid taxpayer $1,837 
of it. The Tax Court held the $1,837 to 
be a reduction on taxpayer's purchase 
price of the property and not ordinary 
income, as the Commissioner had con- 
tended. This court reverses, following its 
recent decision in Minzer (CA-5, 6/3/60) 
involving a life insurance agent’s com- 





*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 
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missions on his own policies. The pay- 
ment was received by taxpayer as com- 
pensation for services growing out of the 
employer-employee relationship. Tax- 
payer’s services were identical with those 
performed in other transactions, and the 
compensation is taxable, 
specific exception to the broad statutory 
definition of gross income. Daehler, CA- 
5, 6/30/60. 


short of a 


EXPENSES 


Outside salesman denied portion of 
claimed expenses. A portion of claimed 
business expenses is disallowed an out- 
side salesman for failure to substantiate 
its relation to his business. A claimed 
bad debt is also denied for failure of 
proof. Johnson, TCM 1960-99. 


Payment by producer-husband to wife 
deductible as a finder’s fee. Of $5,600 in 
payments made by George Abbott, pro- 
ducer, to his estranged wife, the court 
finds $2,600 represents a finder’s fee for 
obtaining the production rights to “A 
Tree Grows in Brooklyn,” which fee is 
deductible by the husband as an ordi- 
nary and necessary business expense and 
taxable to the wife as compensation. 
The balance of the payments are held to 
constitute nondeductible gifts or person- 
al living expenses. Sinclair, TCM 1960- 
113. 


Unrecovered school tuition a nondeduc- 
tible personal expense. Taxpayer paid a 
school $700 of his son’s tuition in ad- 
When his son left school after 
two weeks, taxpayer sought to recover 
the amount paid and was finally success 
ful in getting back half. The court holds 
taxpayer cannot deduct the unrecovered 
tuition or his attorney’s fee, as they con- 
stitute nondeductible personal expense. 
Blackwood, TCM, 1960-131. 


vance. 


Losses on two football teams are separate 
hobby losses. Taxpayer owned and op- 
erated a professional football team that 
had a franchise in Boston and that sus- 
tained large losses. In 1949 taxpayer sur- 
rendered his Boston franchise and ob- 
tained a new franchise for a New York 
football and 
operated this team for one year at a 


team. Taxpayer owned 
loss. Taxpayer then organized and op- 
erated another New York football team 
in the years 1950 and 1951 and sustained 
a loss in these years. The Commissioner 
disallowed part of taxpayer’s losses for 
the years 1947-1951 under Section 130(a) 


September 1960 


of the 1939 IRC (now Section 270), 
which provides that an individual hav- 
ing deductions attributable to a trade 
or business exceeding the gross income 
from that trade or business by more 
than $50,000 in each of five consecutitve 
years will only be allowed deductions 
to the extent of $50,000 in each such 
year. The court holds for the taxpayer 
finding that the Boston and New York 
teams were separate economic entities 
and that the operation of these two 
teams cannot be tacked together in order 
to constitute the five-year requirement 
of losses exceeding $50,000. Collins, 34 
TC No. 60. 


Personal “losses” and commuting ex- 
penses disallowed. The court denies tax- 
payer deductions for the difference be- 
tween the cost of his personal residence 
and the lesser amount at which such 
residence was appraised by the FHA; a 
“loss” of salary due to a change from a 
higher-paying job to a lower-paying job; 
and an unspecified amount of expense 
incurred in commuting to and from his 
job. Crabtree, TCM 1960-125. 


Deduction allowed for part of legal fee 
in divorce that is allocable to income 
property. Taxpayer incurred legal fees 
in connection with his wife’s suit for di- 
vorce, of which $2,300 was allocable to 
real estate used by the newspaper of 
which taxpayer was editor and $16,000 
to rearrangement of the ownership of 
the newspaper corporation so that tax- 
payer retained control. Taxpayer’s wife 
had owned 28% of the stock personally 
and was trustee of 50% held the 
benefit of their children. The court finds 
that the personal elements in the divorce 
suit were not difficult; taxpayer could 
not not contest it and there 
were no custody problems. The fees 
would not have been incurred except for 
the problems relating to income and in- 
come-producing property. The fees are 
a deductible expense to the husband, 
taxpayer here. Patrick, DC S. C. 6/23/60. 


for 


and did 


Advances to inventor were loans, not ex- 
penses. ‘Taxpayer advanced money to an 
inventor friend over a period of years. 
In 1956 taxpayer entered into a retro- 
active agreement with the inventor, re- 
leasing him from liability for all money 
lent prior to 1955 in return for a one- 
half interest in an invention he was de- 
veloping. Taxpayer deducted sums ad- 
vanced to the inventor in the years 1955 
and 1956 experimental 


as expenses 


under Section 174 of the Code, which 
allows deductions for research and ex. 
perimental expenditures. The court 
holds that the agreement was executed 
solely to allow taxpayer the deductions 
here claimed, that the advances by tax- 
payer were merely loans, and that the 
experimental expenditures were in fact 





made by the inventor and not by the 
taxpayer. The court also adds that the | 
agreement is not a partnership or joint | 
venture agreement but merely a_ pur. | 
chase agreement and that the sums ad- 
vanced were merely purchase price. Since 
taxpayer did not make any experi- 
mental expenditures, he cannot claim 
the deduction under Section 174. Cleve-| 
land, 34 TC No. 52. : 


Voluntary payment of brother’s debts 
not deductible. Payments by taxpayer, a 
controlling stockholder of a corporation, | 
of the debts of his brother to suppliers | 
of the corporation are held to be volun- 
tary payments for which he could have | 
recovered from the corporation or pos- 
sibly from his brother, who was the pri- 
mary obligor. Accordingly, he is not en- | 
titled to a deduction for the payments. | 
Birenbach, TCM 1960-123. 

) 
*xEmployee transferred to new location 
can’t deduct moving expense. Taxpayer, 
a research engineer employed by Lock- 
heed, was transferred by the employer 
from Long Beach to Sunnyvale, Cali- 
fornia. The court holds expenses in| 
connection with the sale of the Long 
Beach residence, i.e., advertising, tele-| 
phone, realtor’s commissions, title insur- 
ance, preparation of documents, and 
escrow fee, are not deductible but can 
be offset against the selling price, there- 
by reducing any gain realized from the 
sale of the property. Expenses for travel, 
meals, and lodging while investigating a | 
new house in Sunnyvale were made for 
a purpose primarily personal in nature 
and are, therefore, not deductible. Simi- 
larly claimed rental expense incurred 
after sale of taxpayer’s former residence 
and while awaiting completion of the} 
new home are considered personal ex- 
penses. Closing costs, credit investiga- 
tion expenses, and costs of connecting 
utilities in connection with the pur- 
chase of the new home are considered | 
capital expenditures, to be added to the 
basis of the new residence. The court 
also denies a medical deduction for the 
cost of baby sitters hired while tax- 
payer's wife was undergoing medical 
treatment. Martin, TCM 1960-140. 
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NEW DEVELOPMENTS IN 


Tax-exempt institutions 


AND RELATED MATTERS 





How to avoid operating policies that 


endanger an organization’s tax exemption 


by WALTER A. SLOWINSKI 


Foundations, trade associations and social clubs must step warily if they are to 


preserve their tax exempt status. Mr. Slowinski outlines the areas under the Code 


and the Regulations where danger lies and, having pointed out how an exemption 


can be lost, discusses the ways it can be recovered. 


Hh prre ITS NEW REGULATIONS, the IRS, 
since July 1959, has not been ruling 
an organization exempt unless it is 
formally organized to meet the require- 
ments of the organizational tests under 
Regulation Section 1.501(c)(3)-1(b). Fur- 
ther, it must meet the operational tests 
for one year before a final determina- 
tion letter is issued, though, in specified 
cases, public organizations can receive 
letters before 
the completion of 12 months of opera- 
tion. Having once received its deter- 
mination letter, however, an institution 


tentative determination 


must continue to meet the operational 
tests if it is to retain its exempt status. 
Che operational tests, thus, set a norm 
to which exempt institutions must con- 
form during all their existence. 

laid the 
Regulations for determining whether an 


Three tests are down in 
organization is operated exclusively for 
exempt purposes: the primary activities 
test; the action organization test; and 
the distribution of earnings test. In ad- 
dition to these tests set by the Regula- 
tions in interpreting the Code phrase 
“organized and operated exclusively” for 
exempt purposes, the Code itself lays 
down two further restrictions: those re- 
lated to prohibited and 
those related to accumulation of earn- 
ings. These are the five tests that the 
institution 


transactions 


exempt must continue to 


pass if it is to retain its exemption. 
Primary activities 
An organization will not be regarded 


as exempt “if more than an insubstantial 
part of its activities is not in further- 





ance of an exempt purpose.”! In Season- 
good,? an exempt league, which devoted 
something less than 5% of its time and 
effort to activities designated political, 
was found not to be engaged in sub- 
stantial political activity. 

A distinction must be made, however, 
between activities entered into, having 
as their purpose the acquisition of prop- 
erty or income and activities relating 
to the use or disbursement of property 
or income. The active participation in 
a business for profit to produce funds 
to be used for an exempt purpose for- 
merly was considered as a separate pur- 
pose of the organization and, as such, 
was sufficient to prevent it from retain- 
ing exempt status.3 It is now well estab- 
lished that the destination of the income 
is controlling in determining the pur- 
pose of the organization and not the 
activities entered into in the production 
of its income. 

Regulations Section 1.501(c)(3)-1(e)(1) 
provides that an exempt foundation may 
operate as a substantial part of its ac- 
tivities if the primary purpose of organ- 
izing is not to carry on the trade or 
business. Such activity, however, may be 
subject to a tax on unrelated business 
income under Section 511. 

In A. Shiffman,4 the Tax Court held 
The Shiffman Foundation to be exempt 


1 Reg. Sec. 1.501(c) (3)-1(c) (1). 

2 227 F.2d 907, CA-6 (1955). 

8C. F. Mueller Co., 14 TC 922 (1950). Although 
reversed by the Third Circuit, C. F. Mueller Co., 
190 F.2d 120 (1951), the Tax Court continued to 
follow its position in the Mueller case. 

* 32 TC 1032, Aug. 17, 1959, acq. IRB 1960-16. 

525 TC 179 (1955). 
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after thoroughly examining its opera- 
tions. The foundation was incorporated 
in 1948 with original capital of $1,000. 
In 1951, the foundation purchased a 
large piece of industrial property with 
warehouses thereon in Detroit for 
$1,150,000, borrowing $1,000,000 to do 
so. During the next five years, the foun- 
dation used much of the net rental in- 
come to indebtedness com- 
pletely. It also made substantial contri- 
butions to exempt charitable organiza- 
tions and, after paying off the indebted- 
ness, it gave substantially all of its net 
income to exempt charitable organiza- 


retire its 


tions. 

The raised here was whether 
such a debt-financed foundation should 
be denied exemption because it uses 
the major portion of the income from 
its rental property for the first five years 
to retire indebtedness. The Tax Court 
said the foundation was exempt, holding 
it an even stronger case than Ohio Fur- 
nace Co.5 In the Ohio case a foundation 
purchased all the stock of the furnace 
company and gave in return promissory 
notes; the only expenditure made by 
the foundation in the three years in 
question was payment of interest and 
principal on the notes, yet it was held 


issue 


tax exempt. 

Under the usual benefit test, exemp- 
tion will be lost if the net earnings in- 
ure in whole or in part to the benefit 
of private shareholders or individuals 
(persons having a personal or private 
interest in the activities of the organi- 
zation).6 However, it should be noted 
here that a foundation is permitted to 
pay its working staffs reasonable salar- 
ies and expenses without being disquali- 
fied as an exempt organization.? 


Action organization 


The newest threat to a foundation’s 
tax-exempt status is contained in the 
action organization test8 which provides 
that an organization is not operated ex- 
clusively for one or more exempt pur- 
poses if: 

1. its main objective can be attained 
only through legislation or defeat of 
legislation; or 

2. it advocates or campaigns for at- 
tainment of objectives instead of en- 


® IRC Sec. 501(c) (4); Reg. Sec. 1.501(a)-1(c). 
7See a California case involving the “I AM” 
movement in which the tax exemption was not re- 
voked, although the working members of the staff 
were paid for substantial traveling and living ex- 
penses. St. Germain Foundation, 26 TC 648 
(1956), acg., CB 1956-2, 8. 

8 Reg. Sec. 1.501(c) (3)-1(c) (3). 
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gaging in non-partisan study and re- 
search; o1 

3. any substantial part of its activities 
consists of carrying on propaganda or 
otherwise attempting to influence legis- 
lation; or 

4. it participates directly or indirectly 
in a political campaign on behalf of or 
in Opposition to any candidate.® 


Distribution of earnings 


An additonal but more general test 
in the Regulations governing exempt 
foundations is what might be called the 


public versus private test, which re- 
quires an exempt organization to oper- 
ate in a way which does not benefit 


private interests such as the creator or 
Best Lock Co.,1 the 
private foundation was organized as a 


his family.!® In 
not-for-profit corporation in Indiana. It 
assisted churches and religious organiza- 
tions financially. However, it also 


l. made advances to a corporation, 


Vigilance, Inc., founded by Mr. Best 
and his associates to provide an informa- 
tion service to voters in the United 
States; 


2. provided a laboratory (hydroponi- 
cum) to carry out a personal hobby of 
Mr. Best in soilless culture of plants; 


3. loaned money to individuals or 
their corporations as a personal favor; 
4. loaned money to Mr. Best’s son 


to be used to acquire an interest in Best 
Aviation Corporation; 

5. paid travel expenses of Mr. Best 
and his family to a political convention; 

6. paid for printing certain of Mr. 
Best’s writings. 

The 
“substantial activities and expenditures 
of the 


lax Court found these to be 


Foundation outside those 
specified in section 101(6).”12 

The public versus private test also 
Shiffman case, discussed 
Shiffman his 


as Russell Ferry Company, a 


arose in the 


earlier, because A. and 
partner, 
partnership, entered into a management 
arrangement whereby the partnership 
received a fee of 5% of gross rentals for 
The 
court determined this fee not to be in 


rendering management services. 
excess of the management fee normally 
charged in the Detroit area. Likewise, 
although A. Shiffman loaned the foun- 
dation $250,000, the note bore interest 
at 5% and it was unsecured. The court 
felt it was clear that A. Shiffman had no 
motive for personal profit, but only “the 
desire to endow a worthy charitable en- 
deavor with his own name.”13 

Section 501(c)(3) 


Certain organiza- 


* September 1960 


tions, including private charitable foun- 
dations, but excluding religious organi- 
zations, schools and hospitals, lose their 
exemptions if they engage in “prohibit- 
ed_ transactions.”14 These transactions 
are: 

1. Loans of income or corpus without 
receipt of adequate security and a rea- 
sonable interest rate; 

2. Payment of excessive compensation; 

3. Performance of preferential serv- 
ices; 
of 


property for more than adequate con- 


4. Purchase securities or other 
sideration; 

5. Sale of securities or other property 
for less than adequate consideration; 

6. Substantial diversion of income or 
corpus. 

However, these are not prohibited 
they the 
creator of the organization (if a trust), 
or his family, or a substantial contribu- 


transactions unless involve 


tor, or a corporation controlled (50% 
or more) directly or indirectly by them.15 

Where a prohibited transaction con- 
troversy arises, the taxpayer the 
privilege of requesting a conference at 
the National Headquarters in Washing- 
ton on the imatter.16 


has 


Unreasonable accumulation of income 
501(c)(3) 
tions, including private charitable foun- 
dations, but excluding religious organi- 


Certain Section organiza- 


zations, schools and hospitals, lose their 
exempt status if amounts accumulated 
are unreasonable to carry out charitable, 
educational, or other exempt purposes. 

Not much guidance has been obtained 
from rulings and cases. In Rev. Rul. 
54-13717 a three-year accumulation was 
held to be reasonable under the facts 
presented. However, more judicial ex- 
pression of opinion on the “approved” 
method of and in- 


accumulation, use, 
vestment of funds was provided in 


Samuel Friedland Foundation.18 Here a 
six-to-eight-year accumulation to provide 
a medical center was held not to be un- 
reasonable. Even though purchases of 
securities were made 


with borrowed 


funds during this period, the fact that 


the accumulation was pursuant to a 
definite program seemed controlling. 


The court also adopted the position that 
capital gains resulting from a change 
in investment portfolio are not to be 
considered in the determination of the 
dollar amount accumulated. 

If funds used to a 
degree for non-exempt purposes, or if 


are substantial 


they are invested in a manner which 


jeopardizes the carrying out of the ex-/ 


empt purposes, tax exemption may be 
revoked under Regulation Section 1.504- 
1(b)(1). 

This latter point was considered by 
the 9th Circuit in 1957 in Randall 
Foundation, Inc. v. Riddell,’® affirming 
an unreported district court opinion in- 
volving a foundation which the district 
court found to be a corporation engaged 
in conducting an investment business 
for profit. The foundation was organized 
in 1950 as a non-profit corporation in 
California. The capital consisted of con- 
tributions made to it by Paul Randall 


: 


i 


during its first year, consisting of $20,000 | 


in securities which had been owned by 
Randall and on which he had a sub. 
stantial profit at the time. Many of these 
shares were sold by the foundation im- 
mediately after they were contributed 
to it. 

No other person had made gifts to 
the foundation and none were solicited. 
Randall made loans in the amount of 
$155,200 during the period 1950-1951, 
charging the same interest his brokers 
would have charged him (214% per an- 
num). These loans were repaid in 1952. 

During its first year of operation the 


foundation (through Randall’s “uncan- } 


ny sense” of when to buy and sell oil 
shares) made a net profit from security 
transactions (mostly in oil stocks on the 
$30,238.27, 
and it also received $10,285 in dividends. 


Los Angeles exchange) of 


No gain was reported by either the 
foundation or Randall on these transac- 
tions. During this same period, however, 
the foundation made only one gift of 
$500 to a charitable organization. 

During the second year of operation 
Randall contributed only $672.97, but 
the foundation again made a profit in 
securities transactions of $51,079.61 and 
it received dividends of $7,081.93. Dur- 
ing this year the foundation made gifts 
of $11,200 to other charities, but $8,100 
was paid out on the last day of its 
fiscal year. 

The 
denied, 


foundation’s tax-exempt status 


of 


earnings inuring to the benefit of any 


was not because any net 
individual, but because it was a corpora- 
tion operating as a trader in stocks and 
therefore a “business organization.” The 
court stated in part: 

“It is not our intention to say that 
a case [of exemption] can never be made 
out on the facts of a particular situation 
for aggregation of funds by a corpora- 


tion for ultimate disposition to a chari- 
table purpose. But a corporation which 


f 
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in its inception engages in trade, busi- 
ness or speculation, and only has a vague 
charitable design, does not in our opin- 
ion come within the terms of the 
statute.’’20 

Randall Foundation was later cited in 
John Danz Charitable Trust,21 which 
was earlier held to be a feeder organiza- 
tion operating two profitable businesses, 
but in later years held to be exempt 
it sold such businesses and con- 
fined its activities to the purchase and 
sale of real properties and listed securi- 
ties. Here the court found the securities 


when 


investments were not comparable to the 
“short-term investments in highly specu- 
lative oil stocks in Randall Foundation 
v. Riddell.” 

Taxpayer foundations which are in 
doubt as to their possible continuing 
tax exmption because of accumulations 
of income or use of accumulations may 
consult the Exempt Organizations 
Branch of the Tax Rulings Division, 
which will, in many types of cases, re- 
view the facts and issue private rulings 
regarding continuing tax-exempt status. 
This is especially true where, for exam- 
ple, an organization plans to accumulate 
its income for several years so that it 
can undertake a large project which 
might not be feasible with the limited 
funds available on an annual basis. 


Trade associations 


In September 1959, the Chamber of 
Commerce of the United States pub- 
lished “Federal Tax Aspects of Associa- 
tion Activities.”22 This book is required 
reading for all trade association officials 
and their tax counsel. The new volume 
treats in detail the tax-exemption prob- 
lems of trade associations under Section 
501(c)(6) including the basic require- 
ments for exemption, the common busi- 
ness interest requirement, the dangers 
of a trade association engaging in a 


*See Reg. Sec. 1.501(c) (3)-1(c) (3) (ii) for defin- 
itions of “candidate for public office”’ 
cipation in a political campaign.” 
Reg. Sec. 1.501 (c) (3)-1(d) (1) (ii). 
31 TC No. 125, Mar. 25, 1959. 
2 Ibid. 
32 TC No. 99, Aug. 17, 1959. 
‘ Reg. Sec. 1.503 (a) -1. 
See Reg. Sec. 1.503(c)-1(c) for examples of the 
operation of this section. 
The procedures are set forth in Rev. Proc. 57-5 
(CB 1957-1, 727). 
7 CB 1954-1, 289. 
144 F. Supp. 74 (D N.J. 1956), 1956-2 USTC 
(9896. 
© 244 F.2d 803 (CA-9, 1957), 1957-1 USTC {9352, 
affirming unreported Dist. Ct. decision. 
Id. at 807-08. 
*1 32 TC No. 48, May 29, 1959. But see earlier case, 
John Danz, 18 TC 454 (1952), aff’d sub nom. John 


and “parti- 


regular business, and the problem of net 
earnings inuring to trade association 
members. 

Additionally, the book discusses the 
problems of unrelated business tax and 
public policy of legislation and Federal 
antitrust law violations (neither within 
the scope of this paper),?3 as well as 
the matter of deduction of 
dues. 


members’ 


Regulations not difficult 

The Regulations under Section 501 
(c)(6) are neither lengthy nor explana- 
tive. Since 1929 they have read almost 
the and under the 1954 Code 
they may be summarized as follows: 

1. The term business league is defined 
as an association of persons for the pro- 
motion of a common business interest. 

2. Its common purpose must be the 
improvement of business conditions, but 
not to include 


same, 


a. carrying on a business for profit, 

b. furnishing information to investors, 
or 

c. stock or commodity exchanges. 

3. Section 511 applies to the unre- 
lated business income of such a league.?4 

An analysis of the Regulations illus- 
trates how the tax exemption of a trade 
association be lost without effort 
and even perhaps unknowingly. Where 
regular businesses are carried on for 
profit by trade associations, loss of ex- 
emption is forthcoming. For example, in 
Rev. Rul. 58-224,25 a corporation organ- 
ized to operate a trade show to display 
members’ merchandise 


can 


was denied ex- 
emption as a business league. 
Exemption may be endangered by the 
trade association’s engaging in commer- 
cial activities which are more than “in- 
cidental” to the principal purpose of 
the organization, such as_ supplying 
credit information,?® operation of trade 
shows,*7 cooperative selling, buying or 


Danz Charitable Trust, 231 F.2d 673 (CA-9 1955), 
cert. denied, 352 U.S. 828 (1956), 
denied, 353 U.S. 951 (1957). 

22 Webster, Federal Tax Aspects of Association 
Activities (1959). 

3 Id. ch. VII. 

* Reg. Sec. 1.501(c) (6) -1. 

> CB 1958-1, 242. 

26 Retailers Credit Ass’n, 90 F.2d 47 (CA-9 1937); 
Credit Managers Agss’n, 148 F.2d 41 (CA-9 1945). 
27 Webster, op. cit. supra note 28, at 27-37. 

28 Apartment Operators Ass'n, 46 BTA 
(1942), aff'd, 136 F.2d 435 (CA-9 1943). 

2° National Automobile Dealers Ass’n, 2 TCM 291 
(1948); Automotive Electric Ags’n, 168 F.2d 366 
(CA-6 1948). But see American Society of Cine- 
matographers, Inc., 42 BTA 675 (1940), acq., CB 
1940-2, 1, where the court found the publication 
was necessary for the advancement of cinematog- 
raphy and was not published for profit. 


rehearing 
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production,*® publishing,?9 advertising,3° 
or performing other services for mem- 
bers or non-members.?1 


Trade shows 


The trade show question is currently 
most actively consideration at 
the National Headquarters of the In- 
ternal Revenue Service in Washington. 
Questionnaires have been sent to dozens 
of trade associations regarding the man- 
ner in 


under 


which annual trade shows are 
conducted; the nature of the businesses 
of the exhibitors (i.e., whether the ex- 
hibitors are manufacturers or distribu- 
tors who sell regularly to members of 
the trade association); the selling op- 
portunities of the exhibitors at the 
trade shows; and whether the general 
public is admitted free or for an admis- 
sion price. 

Recent determinations of tax exemp- 
National 
Headquarters in several cases were pre- 


tion of trade associations by 


ceded by extensive inquiries into the 
the trade 
association through dues, publications, 


methods of fund-raising by 


trade shows and related activities. This 
trend is expected to continue at both 
the National Headquarters and District 
Director levels. 

Exemption will also be denied a trade 
association if part or all of its net 
earnings inures to the benefit of any 
private shareholder or individual. This 
type of case was publicly aired several 


80 See Washington State Apples, Inc., 46 BTA 64 
(1942), acg., CB 1942-1, 17, where a trade associa- 
tion advertised and promoted the sale of several 
varieties of apples grown in Washington. The as- 
sociation was held exempt even though advertis- 
ing funds were obtained by each member grower 
being assessed two cents per hundred pounds gross 
shipping weight of apples shipped. 

%1 Fort Worth Grain & Cotton Exchange, 27 BTA 
983 (1933), involved an association engaged in in- 
specting and weighing commodities for members 
and non-members; see General Contractors’ Ass'n, 
202 F.2d 633 (CA-7 1953), concerning operations 
of the Association’s Bureau of Quantity Survey; 
see also Underwriters’ Laboratories, Inc., 135 F. 
2d 871 (CA-7), cert. denied, 320 U.S. 756 (1943) 
which denied exemption to a commercial testing 
laboratory prior to the 1954 Code amendment 
which included such “testing for public safety” 
organizations within Sec. 501(c) (3). 
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years ago in American Automobile 
Ass’n,32, where members were held to 
have benefited through increased serv- 
ices.33 
However, members of trade associa- 
benefited without the 
the association’s tax 
exemption in such cases as Washington 
State Apples, Inc.34 and American Fish- 


Boat 


tions have been 


resulting loss of 


ermen’s Tuna Ass'n v. Rogan,35 
each case involving the improvement 
of business conditions in an industry, 
but doubtlessly benefiting the members 
of the association. 

This subject was discussed in Rev. 
Rul. 55-444,36 which the Commis- 
sioner cited Washington State Apples, 
Inc. and stated: 


in 


“, .. The apple growers of Washing- 
ton organized a corporation to engage 
in the business of advertising and pro- 
moting the sale of apples grown and 
produced in the State of Washington 

. since the purpose of the organiza- 
tion was to promote the industry as a 
whole, not 


and individual 


members, such organization was a ‘busi- 


to serve 


ness league’ exempt from tax. . . .”’37 
Both the Commissioner and the courts 

seem to place their emphasis on the 

proximity of relation between the serv- 


3219 TC 1146 (1953). 

% See also National Chiropractic Ass’n v. Bir- 
mingham, 96 F. Supp. 874 (ND Iowa 1951); 
Wholesale Grocers Exchange, Inc., 3 TCM 699 
(1944); National Automobile Dealers Ass'n, 2 
TCM 291 (1948). But see Chicago Graphic Arts 
Fed’n, 128 F.2d 424 (CA-7 1942). 

% 46 BTA 64 (1942). 

% 51 F. Supp. 933 (SD Cal. 19438). 

86 CB 1955-2, 258. 

7 Id. at 259. 

38 Reg. Sec. 1.501 (c) (7)-1(a). 

% Reg. Sec. 1.501(c) (7)-1(b). 

40 CB 1958-2, 266. 

#1 Id. at 268. 

42162 F.2d 984 (CA-10 1947). 

43 21 TC 807 (1954), acq., CB 1954-2, 3. 
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ice rendered and the question of whether 
or not membership in the association 
provided services not available to non- 
members. 


Social clubs 


A social club will retain tax- 
exempt status if it is operated “ex- 
clusively for pleasure, recreation and 
other nonprofitable purposes,” and pro- 
viding no “part of its net earnings in- 
ures to the benefit of any private share- 
holder.”38 However, it will lose its ex- 
emption if it engages in business with 
the public for profit, and solicitation by 
advertisement or otherwise for public 
patronage shall be considered prima 
facie evidence of engaging in business 
with the public.39 

In Rev. Rul. 58-589,49 the Commis- 
sioner has published “criteria or tests” 
for determining whether an organiza- 
tion qualifies for exemption under Sec- 
tion 501(a) and 501(c)(7). After review- 
ing the tests set forth in the Regulations 
cited above, the Revenue Ruling states: 

“However, this is not to say that a 
club will necessarily lose its exemption 
if it derives income from transactions 
with other than its bona fide members 
and their guests. A club will not be de- 
nied exemption merely because it re- 
ceives income from the general public, 
that is, persons other than members and 
their bona fide guests, or because the 
general public on occasion is permitted 
to participate in its affairs, provided 
such participation is incidental to and 
in furtherance of its general club pur- 
poses and it may not be said that in- 
come therefrom is inuring to members. 
This is generally true where the re- 
ceipts from nonmembers are no more 
than enough to pay their share of the 
expense. Barstow Rodeo and Riding 
Club., Inc., v. Commissioner, Tax Court 
Memorandum Opinion entered Novem- 
ber 30, 1953. Where, however, a club 
makes its facilities open to the general 
public and the purpose is to increase 


its 


44 Santee Club v. White, 87 F.2d 5 (CA-1 1936). 
45See Anderson Country Club, Inc., 2 TC 1238 
(1948), acq., CB 1944, 2; GCM 19465 (CB 1938-1, 
172). 

46 Reg. Sec. 1.501 (a)-1(a) (3) (i). 

47 Reg. Sec. 1.503 (d)-1(a). 

48 Reg. Sec. 1.504-1(e). 

Return for organizations exempt under 
501(c) other than Sec. 501(c) (3). 

50 Return for Sec. 501(c) (3) organizations. 
5! Exempt Organization Business Income Tax Re- 
turn (under Sec. 511). 

52 353 U.S. 180 (1957), 1957-1 USTC 19593. 

53 238 F.2d 589 (CA-3 1956), 1957-1 USTC {9229. 
5% CB 1958-2, 260. 

55 Rev. Proc. 58-20 (CB 1958-2, 1134). 

56 IRS News Release No. IR-242, Sept. 23, 1958. 


Sec. 


its funds for enlarging its club facilities 
or for otherwise benefitting its mem- 
bers, it is evident that it is not operating 
as an exempt social club within the in- 
tendment of Section 501(c)(7) of the 
Code. Jockey Club v. Helvering, 76 Fed. 
(2d) 597; Aviation Club of Utah v. Com- 
missioner, 162 F.2d 984. Compare West 
Side Tennis Club v. Commissioner, 111 
F.2d 6, certiorari denied, 311 US. 
674,""41 

In Aviation Club,42 decided in 1947, 
the club made its facilities available to 
military personnel at the request of the 
Air Force and thereby lost tax-exempt 
status. The court stressed the great dis- 
parity in revenue, $14,881 in 1941 to 
$268,103 in 1943, occurring as a result 
of this activity. However, in a more re- 
cent case, Aviation Country Club,48 the 
club retained its exemption where 20% 
to 25% of its revenue was from guest 
patronage. In several cases now pend- 
ing, the Commissioner is understood to 
have taken a more restricted view of 
revenue from so-called ‘outside parties” 
which he defines generally as _ those 
which may be “sponsored” by a mem- 
ber, but the costs of which are paid for 
by non-members who attend under the 
member’s sponsorship. In such cases, the 
Commissioner may revoke the Section 
501(c)(7) exemption retroactively and 
assert corporate income tax and inter- 
est. 

Exemption will not be revoked where 
a club engages in “incidental, trivial or 
non-recurrent activities” such as sales 
of property no longer adapted for club 
purposes.44 However, where a club pro- 
poses to sell off its surplus real property 
at a profit, especially to individuals for 
residential purposes, a ruling should be 
requested in advance from the District 
Director or National Headquartcrs to be 
certain the tax-exempt status of the club 
is protected.45 In some circumstances, 
clubs may be held to be engaged in 
the subdivision and sale of real estate, 
thereby losing tax-exempt status and 
subjecting the gain on the sale to tax- 
ation as if made by a ‘non-exempt cor- 
poration. 


Recovering tax-exempt status 


A foundation which has lost its ex- 
emption under the operational tests 
provided in Section 501(c)(3), may file: 
a new application on Form 1023, to- 
gether with supporting documentation, 
including a classified statement of its 
receipts and expenditures during the 
last complete year of operation; a bal- 
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ance sheet; articles of incorporation or 
declaration of trust; by-laws or regula- 
tions, and any other documentation re- 
quired by Form 1023.46 

A foundation which has lost its ex- 
emption because of a prohibited trans- 
action under Section 503(c) may, with 
respect to any year following the year 
in which notice of denial was received: 
(a) file a new claim for exemption on 
Form 1023; and (b) file with Form 1023 
a written declaration under oath by a 
principal officer that such organization 
will not knowingly engage in a pro- 
hibited transaction.47 

A foundation which has lost its ex- 
emption because of unreasonable ac- 
cumulation of income or improper use 
of income under Section 504 should 
file: (a) a new exemption application 
Form 1023; (b) evidence to show 
that the circumstances which caused the 
loss of exemption no longer exist; and 
(c) a written declaration under oath by 
a principal officer that such organiza- 
tion will not knowingly again violate 
the terms of Section 504.48 

In regard to Section 504 violations, it 
should be noted that Regulation Section 
1.504-41(e) states that the provisions of 
Section 504 “contemplate” 


on 


that an or- 
ganization denied exemption thereunder 
will be subject to taxation for at least 
one full taxable year. 


Trade associations 


A trade association which has had its 
tax exemption revoked should file a new 
exemption application on Form 1024 
together with the required supporting 
documents. Here, however, the Revenue 
Service requires a full statment of the 
trade association’s activities during the 
last two years of operation in answer to 
Question 13 of Form 1024. 

In the same manner as trade associa- 
tions, a social club whose tax exemption 
has been revoked, should file a Form 
1024 with supporting documents as well 
as the statement of activities during the 
last two years of operation. 


Forms 990 


It is most important for all three 
types of tax-exempt organizations to file 
the requisite forms 990,49 990-A,5° or 
990-T51 carefully and accurately to avoid 
an invitation local district 
directors. The types of income and ex- 


to audit by 


penditures should be carefully analyzed 
and reported so that an Agent will have 
a clear picture of the organization’s 
activities and financial transactions. 


This includes careful adherence to 
the requirement that a Form 1099 be 
filed to report payments of amounts of 
$600 or more as interest, rents, commis- 
sions, salaries, or other fixed or de- 
terminable income. 


Retroactive revocation 


The Supreme Court has established 
the right of the Commissioner to re- 
voke prior exemption rulings where 
they are based on a mistake of law 
(Automobile Club).52 the 
Third Circuit announced in Lesavoy 
Foundation®’ that the Commissioner ex- 
ceeded discretion 
tempted to revoke a 
fraud existed misin- 
formation was given, and the result of 
which would be to destroy the founda- 
tion by the tax assessment. 


However, 


his where he at- 
tax exemption 
where no 


or no 


To clarfy the situation, the Revenue 
Service announced in Rev. Rul. 58- 
61754 that exemption rulings granted 
organizations would be effective only so 
long as there are no material changes 
in the organization’s character, purposes, 
and methods of operation. 


Public inspection of applications 

Under a relatively new policy,55 the 
Commissioner has provided for public 
inspection of Section 501(c) exemption 
applications and supporting documents 
(but not Forms 990 nor trade secrets, 
patents, processes, etc.). In addition, un- 
der an additional new policy, an or- 
ganization may request that certain in- 
formation be withheld from public in- 
spection.56 

One of the benefits of the new policy 
is that it eliminates guesswork as to why 
an organization was granted exemption, 
because its application is now a matter 
of public record. However, it is im- 
portant for tax counsel to assure himself 
well in advance by inquiry in writing 
that a particular file is available for in- 
spection either at National Headquarters 
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in Washington or at a local district 
director’s office. vr 


New decisions 





Group to encourage participation in 
governmental affairs not educational. 
The Service holds that an organization, 
incorporated on a nonprofit basis, to 
conduct a nonpartisan program of en- 
couraging participation in governmental 
affairs is not exempt from tax as an or- 
ganization organized and operated solely 
for educational purposes. An education- 
al organization is one that relates to the 
instruction or training of the individual 
for improving or developing his capa- 
bilities or one that instructs the public 
in subjects useful to the individual and 
beneficial to the community. Thus an 
organization is not operated for educa- 
tional purposes if its activities are pri- 
marily directed toward encouraging in- 
dividuals to become more active in poli- 
tics and government, as compared with 
the cultivation, development, or im- 
provement of the individual through in- 
struction or training. Rev. Rul. 60-193. 


Bureau of Federal Credit Unions may 
file group return. In lieu of requiring 
each Federal credit union to file a separ- 
ate form 990 with respect to its opera- 
tions for each taxable year, the Service 
announces that it will accept a group 
return filed by the Bureau of Federal 
Credit Unions incorporating the infor- 
mation concerning all Federal credit 
unions supervised by that Bureau. Al- 
though the Bureau itself is part of the 
Department of Health, Education, and 
Welfare, the credit unions it supervises 
are not wholly owned by the United 
States and, hence, are required to file an 
annual information return on Form 990. 
Rev. Rul. 55-133, requiring an individ- 
ual return each credit union, is 
superseded so that one group return may 
be filed by the Bureau. Rev. Rul. 60-169. 
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Florida official sees Scripto case 


settling the use tax nexus problem 


r I VHE LIABILITY of out-of-state sellers to 
withhold use taxes is going to be an 
important interstate 


business in the next several years as the 


tax problem of 
states press to make use of the power 
allowed them in the recent Scripto de- 
cision (361 U.S. 35). Strong representa- 
tions were made to Congress before its 
July adjournment to limit the state’s 
power to levy use taxes on interstate 
sales, somewhat along the lines of the 
legislation of 1959 that limited state in- 
come taxes. However, the only legisla- 
tion that was passed provided merely for 
a study of the subject by a Congressional 
Committee and a report by July 1, 1962. 

Tax practitioners and state taxing 
officials, gathered in Minneapolis in 
June for the annual meeting of the Na- 
tional Association 
heard comment on_ these 
questions. One of the Florida tax officials 
directly involved in the Scripto litiga- 
tion, Mr. J. N. Aycocke, director of the 
Florida Use Tax Division, addressed the 
meeting. He discussed the difficulties the 
Florida Use 


of Tax Administra- 


tors, much 


Tax Division had encount- 
ered in attempting to enforce the use 
tax and its role in persuading the legis- 
lature to strengthen the law on out-of- 
state sellers and in bringing Scripto as 
a test case. Mr. Aycocke said that, in the 
opinion of the controller’s office, Su- 
preme Court decisions, culminating in 
General Trading (322 U.S. 335), gave 
the state authority to require the regis- 
tration of out-of-state dealers to collect 
The Use Tax Division was 
established to carry out such a program. 


use taxes. 


Mr. Aycocke made these observations: 


Leading cases 


The opinion of Chief Justice Stone 
in International Shoe Company (326 
U.S. 310) outlined the fundamental rule 
that there must be sufficient nexus be- 
tween the state and the seller to support 
service of process in accord with tradi- 
tional notions of fair play and substan- 


tial justice. Justice Jackson, in the Miller 
Brothers case (347 U.S. 340), said that 
there must be some definite link, some 
minimum connection between a state 
and the person, property, or transaction 
it seeks to tax. 

In Felt and Tarrant Manufacturing 
Company (306 U.S. 62) the Court held 
that the maintenance of a sales office 
from which orders were solicited was 
sufficient. Sears Roebuck and Company 
(312 U.S. 359) established that the pres- 
ence of retail outlets in a taxing juris- 
diction was sufficient to require that 
company to collect the Iowa use tax on 
mail order sales solicited entirely 
through catalogue distribution. General 
Trading Company (322 U.S. 335) went 
to what was then considered as the ex- 
treme in holding that a company not 
qualified to do business in the taxing 
jurisdiction, one that did not maintain 
any office, branch, or warehouse there, 
was responsible for the collection of the 
Iowa tax on orders solicited by travel- 
ing salesmen and sent in to Iowa from 
Minnesota. The orders solicited in Iowa 
were subject to acceptance in Minnesota. 
From there, the goods were shipped to 
the Iowa customer. The Court felt that 
the goods so shipped must bear their 
fair share of Iowa taxes and to make 
the distributors tax collectors 
familiar and sanctioned device. 


was a 


Florida statute 


However, Mr. Aycocke said, Florida 
found that, when its new Use Tax Di- 
visions began operations, it ran into 
considerable difficulty because of defi- 
ciencies in its tax statute. The defini- 
tion of dealer was not broad enough. 
In 1955, a new definition was incorpo- 
rated into the act, which defined dealer 
as including every person who solicits 
business either by representatives or by 
the distribution of catalogues or other 
advertising matter and by reason there- 
of receives and accepts orders from con- 


sumers in the state. To further strength- 
en the department’s position and make 
it as unattractive as possible for a dealer 
to attempt to do business in Florida 
without registering, the amendment also 
provided that no law suit on a sale 
covered by the use tax law could be 
brought in Florida by a dealer unless he 
had registered. In addition to this, the 
law provided for service of process on 
the out-of-state vendor through the sec- 
retary of state. 

Florida further provided an alternate 
definition of dealer in the event that 
the courts should later decide that soli- 
citation through manufacturer's agents 
or private contractors was not sufficient 
nexus to hold the out-of-state dealer. To 
take care of this possibility, Florida de- 
fined dealer to include every person 
who, as a representative, agent, or solici- 
tor of an out-of-state principal, solicits, 
receives, and accepts orders from con- 
sumers in the state for future delivery 
and whose principals refuse to register. 
With this definition, Mr. Aycocke said, 
it was felt that we could hold the agent 
responsible for the satisfaction of the 
taxes due upon the transaction. 

The passage of these acts did not end 
the difficulty encountered in the regis- 
tration of out-of-state dealers operating 
through independent contractors. In at- 
tempting to enforce administrative rul- 
ings, Florida discovered that there was a 
deficiency in its garnishment provisions. 
This meant that in order to effect col- 
lection, Florida would have to proceed 
through the courts of other states in 
satisfaction of any judgment that might 
be obtained in Florida against out-of- 
state firms having no assets in this state. 
Although the department felt that the 
Supreme Court in General Trading 
Company had held that using agents 
soliciting business for an out-of-state 
firm was equivalent of that firm’s doing 
business in Florida, the prospective tax- 
payer did not always agree, especially 
when the solicitor was not a direct em- 
ployee but was acting in the capacity 
of a manufacturer’s agent or private con- 
tractor. In view of this opposition, the 
Use Tax Division felt that a clear de- 
termination of what the Court meant in 
General Trading was necessary. If our 
interpretation was wrong, Mr. Aycocke 
said, we would drop the requirement 
that such dealers register; if we were 
right, the decision would end all the 
confusion and correspondence that usu- 
ally followed our request for the regis- 


tration of this type of dealer. 


be 
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In order to get this question before 
the courts, Scripto, Inc., through its at- 
torneys, agreed to enter into a friendly 
suit with the State of Florida for a judi- 
cial determination. An audit was made, 
and it was found that Scripto owed 
Florida $5,150.66 in taxes on business 
that the state 
through independent contractors. Coun- 
sel for Scripto and for the State of Flor- 
ida entered into a stipulation in the 


had been solicited in 


circuit court as to the facts and exhibits 
in the case. 

There were actually two units in- 
volved in this case: Scripto, Inc., and 
\dgif Company. 

Scripto, Inc., is a business corporation 
and it 
principal office and place of business ir 


organized in Georgia has _ its 


= 


Atlanta, Georgia. It is not qualified as 
a foreign corporation doing business in 
the state of Florida. It manufactures, in 
Atlanta, mechanical writing instruments, 
which it sells to independent jobbers 
and wholesalers throughout the United 
States for purposes of resale to retailers; 
they in turn resell to the ultimate con- 
sumer. To do this business in Florida, 
Scripto employs a salesman, residing in 
Jacksonville, who covers the entire state, 
soliciting orders on behalf of Scripto 
products. 

\dgif is a division of Scripto, Inc., 
and also has its principal office and place 
of business in Atlanta, at a different lo- 
cation and with different personnel. Ad- 
gif is in the business of selling directly 
to Florida customers mechanical writing 
instruments with advertising lettering 
printed on them. Adgif’s customers do 
not resell their merchandise but distrib- 
ute it free-of-charge as a means of ad- 
vertising their respective businesses. Ad- 
gif has no direct employees of its own 
in Florida. 

Orders for its products are solicited by 
independent brokers, jobbers, and com- 
missioned merchants in the state who, in 
many instances, sell the products of 
other manufacturers as well. The orders 
solicitated by these independent mer- 
chants and jobbers are sent directly to the 
home office of Adgif in Atlanta for ac- 
ceptance or refusal. If accepted, payment 
for these products is made by the cus- 
tomer directly to Adgif on such terms 
and in such a manner as agreed upon 
by the customer and Adgif Company. 
The independent merchant is paid an 
agreed commission by Adgif and the 
sale is consummated by shipment in in- 
terstate commerce, f.o.b. Atlanta, by de- 
livery to a common carrier or by de- 


livery to the United States Post Office 
Department for subsequent delivery to 
the Florida purchaser. Among the terms 
and conditions of the order taken and 
forwarded to Adgif is the provision that 
state and Federal taxes, where applic- 
able, are to be paid by the purchaser. 
Adgif Company does not have any 
Florida office, distributing house, sales- 
room, warehouse, or other place of 
business. 

Scripto took the position that it could 
not be lawfully required to register as 
an out-of-state dealer or to collect the 
use tax with respect to sales by Adgif 
Company to purchasers residing in Flor- 
ida, since such sales do not result from 
any business done by either Scripto, Inc., 
or Adgif Company in Florida. The 
United States Supreme Court held that 
the tax was a nondiscriminatory exac- 
tion levied for the use and enjoyment of 
property that has been purchased by 
Florida residents and that has actually 
entered into and become a part of the 
mass of property in the state. In the 
Court’s opinion the fact that the ten 
wholesalers, jobbers, or salesmen, con- 
ducting continuous local solicitation in 
Florida and forwarding the resulting 
orders from Florida to Atlanta for ship- 
ment of the ordered goods, were not 
regular, full-time employees of Scripto 
was without constitutional significance. 
The formal tagging of the salesman as 
independent neither results in changing 
his local function of solicitation nor 
bears upon the effectiveness of local soli- 
citation in securing a substantial flow of 
goods into Florida. In view of these con- 
siderations, the Court concluded that the 
minimum connection requirement was 
more than satisfied in the Scripto case. 


Catalogue solicitation 


The decision of the Court in this case 
seems to have settled, Mr. Aycocke said, 
the question of not only indirect repre- 
sentation but also catalogue solicitation, 
if such advertising matter results in a 
continuous flow of business to the out- 
of-state dealer. The pertinent sections of 
the Florida statutes, on which the Court 
relied, specificaily point out that a deal- 
er shall include every person who solicits 
business either by representatives or by 
the distribution of catalogues or other 
advertising matter and by reason thereof 
receives and accepts orders from con- 
sumers in the state. 

Scripto did not solicit orders in Flor- 
ida by means of catalogues or advertis- 
ing matter. However, Mr. Aycocke ar- 
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gued that such activity would be suffi- 
cient nexus if it resulted in a substan- 
tial flow of business. That, in his opin- 
ion, is the essential requirement. The 
Supreme Court, in Scripto, he pointed 
out, placed great weight on the amount 
of business that a foreign dealer is doing 
in the tax jurisdiction. Justice Clark 
made the following observation in his 
opinion: “The formal shift in the con- 
tractual tagging of the salesman as ‘in- 
dependent’ neither results in changing 
his local of solicitation nor 
bears upon the effectiveness of local sol- 


function 


icitation in securing a substantial flow 
of goods into Florida. This is evidenced 
by the amount assessed against appellant 
on the statute’s 3% basis over a period 
of but four years.” If this be true, Mr. 
Aycocke concluded, the only nexus ne- 
cessary to secure the registration of an 
out-of-state dealer for the purpose of 
collecting use taxes is to prove that the 
out-of-state dealer enjoyed a substantial 
amount of business from the taxing 
state. 

And if this analysis is correct, Scripto 
has last 
which an out-of-state dealer can retire 
and exploit a local market with immu- 


removed the barrier behind 


nity. If this analysis is incorrect, there 
remains one field in which it may be 
necessary to obtain a judicial determina- 
tion before the state can obtain com- 
plete coverage of out-of-state dealers; 
that is, where the activities of one cor- 
poration in a taxing forum can bind 
the activities of a subsidiary responsible 
for the collection of a state’s taxes, when 
not otherwise present. 

For example, Corporation “A” em- 
ploys salesmen or indirect representa- 
tives for the purpose of soliciting busi- 
ness in the state of Florida. Corporation 
“B,” a subsidiary of Corporation “A,” 
has no activity in Florida either directly 
or indirectly but receives and accepts 
orders from consumers in this state. The 
home office ships the product in inter- 
state commerce to the consumers in the 
of Florida. 


Corporation “A” 


state Can the activities of 
in the taxing forum 
bind Corporation “B” in such a way as 
to make it responsible for the collection 
of the applicable tax on its sales? 

This situation was injected into the 
Scripto case, but since Adgif solicited 
orders through independent contractors, 
the Florida Supreme Court found that 
the presence of a direct representative of 
Scripto was not relevant to the deter- 
mination of whether appellant was in- 
cluded within the terms of the statute. * 
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South Carolina lowers 
personal exemptions $200 


PERSONAL EXEMPTIONS from state income 
tax have been lowered by South Caro- 
lina, effective in 1961, from $1,000 to 
$800 for single persons, husbands, wives, 
and fiduciaries. A similar reduction has 
been made the extra exemption 
granted to the blind and to heads of 
households. But parents and oldsters get 
some help with the increase of de- 
pendent exemptions from $400 to $800 
and a new provision that gives an extra 
$800 exemption to individuals over 65 
and to a taxpayer whose spouse is over 65. 


in 


New Jersey considers tax on 
commuters to and from N. Y. 


LEGISLATORS IN NEW JERSEY have been 
asked by Governor Meyner to consider 
a novel plan that would net their state 
approximately $28 million from Jer- 
seyans commuting to New York. The 
funds would be earmarked for acquiring 
new railroad cars and generally improv- 
ing highway, parking, rail and ferry 
service for commuters. After heated de- 
bate, the State Assembly voted 35 to 23 
to pass the measure, but the final out- 
come must await Senate action when it 
reconvenes in September. 

Under the plan, known as the Com- 
Act, New Jersey 
would tax its 150,000 residents working 
in New York precisely what is now with- 
held by New York on nonresidents’ earn- 


muter-Benefit Tax 


ings. Then, under the reciprocity laws of 
both states, citizens of New Jersey would 
receive a credit for the new tax imposed 
by that state against the tax withheld by 
New York, and the money withheld by 
New York would be paid to New Jer- 
sey. Similarly, New Yorkers would re- 
ceive a credit for their state tax against 
the amount withheld by New Jersey, and 
that amount would be remitted to New 
York by 
would be the receipt by New Jersey 
from New York of about $28 million. 
The plan also calls for a levy on non- 


New Jersey. The net result 


commuters having income-producing in- 
vestments in the commuter area of the 
other state, but just how this tax would 
be applied has not been fully explained. 

Governor Meyner has pointed out 
New Jersey’s urgent need for these funds 
and assured taxpayers that they will con- 
tinue to pay the same amount; it will 
merely be split more equitably with 
New York. New York’s reaction to all 
this, as expressed by Joseph H. Murphy, 


September 1960 


New York State Tax Commissioner, was, 
“This raises a tough constitutional ques- 
tion, plus one hell of a complicated ad- 
ministrative problem.” He explained 
that New Jersey would have to “find 
their commuters before it can tax them 
and, further, would have to work out a 
withholding system that would be effec- 
tive, efficient, and economical.” Mr. 
Murphy said he “had hoped they would 
go slow in New Jersey to give us [New 
York] a chance to remove inequities 
under the New York income tax law as 
it applies to nonresidents.” * 


S. C. adopts principles of 
Northwestern-Stockham case 


Any pousts about whether South Caro- 
lina applies the doctrine of Northwest- 
ern-Stockham (358 U.S. 450) to taxing 














income from interstate commerce have 
been removed by a recent amendment to 
its tax laws (H.B. 1865) applicable to 
taxable years beginning after 1959. 

Under the broadened statute foreign 
corporations doing business in or de- 
riving income from South Carolina are 
taxed at the rate of 5% of net income 
apportione.. to the state. “Doing busi- 
ness” is broadly defined to include any 
activity within the state for the purpose 
of financial gain or profit. 

The provisions governing allocation 
of income have been changed so that 
dividends received from a_ subsidiary 


corporation will be allocated directly to | 


the state in which the corporation’s prin- 
cipal place of business or an individual's 
domicile is located. If 
done in its home state, the Tax Com- 
mission will determine the location.. * 


no business is 





State tax on uranium mine leased from 
AEC upheld. Taxpayers are lessees of 
producing uranium mines leased from 
the United States Government 
the terms of the Atomic Energy Act. 
They paid taxes imposed on their pos- 
sessory rights and ask refund on the 
ground that it is an invalid tax on the 
Federal Government. The court holds 
this case is governed by the well-estab- 
lished rule that lessees of the public 
lands of the United States are consti- 
tutionally taxable. The possession, prop- 
erly taxable, has been separated from 
the title, which, being in the United 
States, is not taxable. La Salle Mining 
Company, Sp. Ct. Colo., 3/28/60. 


under 


Goods in catalogue store not in inter- 
state commerce, state tax upheld. Per- 
sonal property tax on the average value 
of merchandise in a Sears Roebuck cata- 
logue store in Iowa is upheld. The 
company had a small display stock in 
the store; from these and from catalogues 
customers selected goods and_ placed 
orders. The orders were sent to Chicago, 
and the goods, generally packed in large 
cartons, sent to the store and held there 
until the customer called for them. The 
trial court had held that such goods were 
still in interstate commerce and invali- 
dated the local tax. The court, review- 
ing recent cases and scholarly writings 
on the subject, finds authority in Su- 
preme Court decisions for holding that 
the flow of interstate commerce had 
come to a rest and that the goods, 





through still owned by Sears, were now 
local and properly taxable. The court 


emphasizes the language in the recent 
Northwestern States-Stockham 
about the need for permitting the states 
to tax those using its facilities and en- 
suring a fair distribution of the state tax 
burden. Sears Roebuck v. City of Fort 
Madison, Sp. Ct. Iowa, 5/3/60. 


decisions 


Partnership personal property not as- 
sessable at partners’ places of residence. 
Taxpayer partnership was in the con- 


struction and earth-moving business. It | 


had a storage shed and repair shop in 
one town, but the business of the part- 
nership was generally conducted in an 
office trailer moved from job to job. The 
home of one partner was used as the 
mail address for tax returns and the like. 
Both the town in which this partner 
lived and the town in which the repair 
shop was located taxed the machinery, 
which because of its size was never re- 
turned to the repair shop. Wisconsin law 
provides that personal property that has 
no fixed location may best be taxed 
where the owner resides. Considering the 
difficulties that would arise if each part- 
ner is considered a part owner, the court 
concludes that the intent of the legisla- 
to 


partnership, as an entity, as the owner. 


ture must have been consider the 
The residence, that is to say the prin- 
cipal place of business, is the location of 
the repair shop and storage yard. 
O’ Keefe Construction Co., Sp. Ct. Wisc., 


3/8/60. 
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IRS won't bar retroactively Section 


421 options tied to its valuations 


Goop NEws when the IRS changes 
its position as a result of protests from 
tax men. It has done just this in its 
recent announcement (Rev. Rul. 60-242) 
that it is reversing itself on Rev. Rul. 
59-243, which took the position that re- 
stricted stock-option plans wovid not 
qualify if they attempted to insure com- 
pliance with the Code by tying the 
option price to any subsequent IRS de- 
termination of This ruling 
brought forth a storm of protest from 
the many companies having plans with 
such provisions. 

The IRS now takes the position that 
it won’t apply Rev. Rul. 59-243 to op- 
tions granted prior to July 20, 1959, the 
date of the ruling’s issuance. This rul- 
ing posed the question whether a stock 
option would qualify as a_ restricted 
stock option under Section 421, where 
the option was issued under a plan that 


value. 


contained, in addition to provisions 
establishing a reasonable method for de- 
termining the fair market value of the 
stock on the date of the grant (by refer- 
ence to New York Stock Exchange trans- 
actions in the stock), a provision that, “If 
the United States Treasury Department 
concludes that such fair market value is 
not the fair market value within the 
meaning of Section 421, then the option 
price will be 95% of the fair market 
value of the shares at the date of the 
grant of the option as determined by 
the Treasury Department.” 

The IRS stated that: (1) it was not 
necessary for the Commissioner to de- 
termine that any particular amount is 
the fair market value of stock in order 
to determine the application or non- 
application of Section 421; (2) private 
parties could not by contract require 
the Treasury Department to assume the 
function of determining the fair market 
value for the parties; and (3) an option 


issued under a plan containing such a 


provision does not qualify as a restricted 


stock option under Section 421 because 
the option price is not fixed or deter- 
minable at the date of the grant. 

The 1959 ruling was widely criticized 
as technically unsound and} in addition, 
grossly unfair to the many existing plans 
that had adopted this method of trying 
to meet the percentage-of-market value 
conditions of the Code. Now, in 60-242, 
the IRS admits the justice of that pro- 
test. It says that: “. . . since the provi- 
sion in question had been included in 
option agreements by many companies 
acting in good faith, a retroactive appli- 
cation of the Revenue Ruling invali- 
dating such options would result in un- 
due hardship in cases where the options 
would otherwise qualify but for such 
price redetermination provision. Accord- 
ingly, under the authority of Section 
7805(b) of the Code, Rev. Rul. 59-243 
will be applied without retroactive ef- 
fect to options granted prior to July 20, 
1959, the date of its issuance. 

“Specifically, the Commissioner will 
not comply with a provision in -any 
stock option that seeks to require him 
(or the Treasury Department or the In- 
ternal Revenue Service) to make a price 
redetermination so as to allow taxpay- 
ers, in accordance with such redeterm- 
ination, to take action to qualify the 
option as a restricted stock option. How- 
ever, if an option which was granted 
prior to July 20, 1959, otherwise quali- 
fies as a restricted stock option and, 
without regard to the price redetermina- 
tion provision, the 85%-of-fair-market- 
value price requirement of the statute 
has been met, the inclusion of the pro- 
vision will not prevent the option from 
qualifying as a restricted stock option.” 


Original ruling criticized 


In October 1959 these columns car- 
ried an analysis of the 1959 ruling by 
Stanley C. Springer (11 JTAX 214). He 
saw no reason for the IRS to take the 
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position that such provisions imposed 
any duty on the IRS to determine the 
proper fair market value for the parties. 
By its very terms, he pointed out, the 
provision does not become operative 
until the Treasury Department of its 
own volition makes a valuation. “The 
provision does not call for any action 
by the Treasury Department—it merely 
makes the plan respond to any such 
action.” 

He urged that the Treasury re-exam- 
ine its position and, in the event that 
it cannot agree that Rev. Rul. 59-243 
is unsound, that it at least not apply it 
retroactively. It is good to see that the 
Treasury has at least done that and 
taken the pressure off those who would 
have been affected by Rev. Rul. 59-243 
if it had been given retroactive effect. 


Drysdale deferred-pay 
trust idea strengthened 


N™ that the Department of Justice 
will not appeal the Drysdale case 
(CA-6, 4/20/60) to the U. S. Supreme 
Court is being welcomed by tax men. 
The deferred-compensation trust ar- 
rangement set up for Mr. Drysdale has 
attracted attention as a useful device; 
this announcement removes the cloud of 
possible reversal. 

Counsel for Mr. Drysdale in corre- 
spondence published recently, however, 
says anyone attempting to use such a 
trust should understand thoroughly the 
detailed implications of the forfeitable 
trust used by Drysdale. The trust ar- 
rangement, he says, was not quite as 
favorable to the taxpayer as some re- 
marks in the (subsequently reversed) 
Tax Court opinion might lead one to 
believe. The trust was forfeitable; pay- 
ment to the taxpayer by the trustee was 
contingent on his rendering service. 


Facts in Drysdale 


Drysdale was a long-time employee of 
Briggs Manufacturing Company, the 
maker of auto bodies. In 1952 they en- 
tered into an employment contract pro- 
viding for payment to Drysdale of $1,- 
500 a month at either age 65 or termi- 
nation of full-time employment. A year 
later, in 1953, Briggs sold much of its 
business to Chrysler, and many of its 
employees, including Drysdale, trans- 
ferred to Chrysler. At that time the em- 
ployment contract was amended to re- 
duce the payments to $1,500 a month for 
five years to be paid over to a trustee 
to hold them until Drysdale ceased full- 
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time employment with anyone. Briggs 
made payments to the trustee in 1954 
and 1955, the years at issue, but because 
Drysdale did not retire until 1957, the 
trustee made no payments to him until 
then. 

The Tax Court took the position that 
the payments by Briggs to the trustee in 
1954 and 1955 represented income to 
the taxpayer on the ground that they 
were constructively received by him. 

Taxpayer appealed to the Sixth Cir- 
cuit, and on appeal the Tax Court was 
reversed. The language of the reversing 
opinion is of considerable interest. 

The Sixth Circuit, in reversing, point- 
ed out that, at the time the amended 
contract was negotiated, Drysdale had 
no right to any payments. Under the 
original contract, payment was to be 
only at 65 or death or retirement 
full-time employment. None of 
“So 
this record shows,” the court said, 


made 
from 
these contingencies had occurred. 
far as 
“there was no obligation on the part of 
Briggs to pay any sum, however able and 
willing Briggs might be, to Drysdale un- 
til one of the contractual contingencies 
arose. However, the Tax Court reasoned 
that because payments were made to a 
trustee for the benefit of Drysdale in 
the tax years, this, and of itself, requires 
a holding that it was Drysdale’s purpose 
to defer his taxes until some future year 
when his substantial salary ceased be- 
cause of his retirement. We disagree. 

“The amended contract was the result 
of negotiation. There is no record of 
its content and no evidence of its pur- 
pose other than the reduction of Briggs’ 
obligation from $180,000 over a ten-year 
period to the obligation to pay $90,000 
over a period of five years instead of 
ten. 

“The present case falls within the am- 
bit of Oates (207 F.2d 711, CA-7). In 
that case the taxpayers, who were gen- 
insurance modified their 


eral agents, 


contract with the insurance company 
shortly before they retired. Instead of 
receiving renewal premiums during their 
retirement when received by the com- 
pany, they were to receive them in equal 
installments over a fifteen-year period 
so as to prevent the premiums from 
‘bunching together’ during the early 
retirement years. The Court held that 
the parties merely relieved an unsatis- 
factory arrangement by negotiating a 
novation of their contract. The taxpay- 
the like Oates, 


never reduced anything to their imme- 


er in instant case, in 


diate possession or present enjoyment. 


* September 1960 


The 1952 contract, in view of the pend- 
ing negotiations with Chrysler, proved 
unsatisfactory to Briggs because Briggs 
wanted its liability reduced. It also was 
a restriction upon Drysdale because he 
could not work for Chrysler. The parties 
negotiated an amendment to remedy 
this situation. At no time did the peti- 
tioner have any right to the immediate 
possession or enjoyment of anything. 
The amounts paid by Briggs to the trus- 
tee in 1954 and 1955 were not construc- 
tively received by Drysdale since he had 
no legal right to require the payment 
in those years.” 


Nature of the trust 


However, the Sixth Circuit did not 
specifically say that the Tax Court erred 
in categorizing the trust as nonforfeit- 
able. Counsel for the taxpayer, Edward 
DeGree of Detroit, says that he feels 
it important that tax men understand 
that Drysdale involves a forfeitable trust, 
lest they run afoul of the economic bene- 
fit or cash equivalence doctrines, which 
the Treasury is urging with increasing 
frequency. 

Mr. DeGree also points out that the 
amended agreement clearly provided 
that Drysdale would receive nothing 
from either Briggs or from the trustee 


if he breached any condition of the 
agreement before he had actual receipt 
of the money. The point, he continued, 
was fully argued before the Court of 
Appeals and the Tax Court’s statement 
to the contrary was virtually conceded 
to be erroneous by the Government. 
The recent ruling by the Treasury on 
deferred compensation plans (see com- 
ment in these columns in March, 12 
JTAX 180, and July, 13 JTAX 12) does 
not discuss deferred compensation plans 
that involve trusts. The Service’s current 
attitude toward contingencies may, 
therefore, only be deduced from the 
treatment in that ruling of an escrow 
arrangement and from the simultane- 
ous IRS acquiescence in Oates. The cru- 
cial point in the discussion in Rev. Rul. 
60-31 about the employee whose de- 
ferred compensation was paid into es- 
crow was that he was taxable when the 
payment was made to the agent because 
then the employer’s part in the transac- 
tion was completed and the compensa- 
tion was irrevocably paid out for the 
taxpayer's benefit. The absence of con- 
tingencies is thus the deciding test. 
Since the Drysdale trust involved se- 
rious contingencies, the decision 1s in 
accord with the rationale of Rev. Rul. 
60-31. w 


New compensation decisions this month 





Sixty days of grace for pension plan pay- 
ments does not apply to accruals. Dur- 
ing its fiscal year ended 11/30/53, tax- 
payer’s pension plan was not yet in 
existence; it was not finally adopted 
until January 1954. Taxpayer’s first con- 
tribution to the pension plan was made 
within 60 days of the close of its 1953 
fiscal year. The Code treats such a pay- 
ment as made as of the last day of the 
expired 
sought to accrue the deduction for the 
year ended 11/30/53, contending that 
the 60 days of grace applies to both pay- 
ments and accruals. The court, adhering 
to the position it has consistently taken, 
holds that the deduction must be denied 
because the plan was as not in existence 
during the year. For this reason the ex- 
pense did not accrue and the (0-day 
grace period is irrelevant. Louisville Tin 
& Stove Co., TCM 1960-103. 


year of accrual. Taxpayer 


Retirement plan with suspension clause 
can qualify. An employer established an 
employees’ retirement plan funded by a 
group annuity contract issued by an in- 





surance company. The contract permits 
the employer to suspend payments of 
premiums based on future services un- 
der certain circumstances for not more 


than one year. The Service holds that | 


this provision, alone, will not cause the 
plan to fail to qualify under Section 
401(a) of the Code as long as the em- 


ployer will ultimately have to make pay- | 
ments of premiums with respect to serv- | 


ice annuity credits that are not pur- 
chased during a period of suspension. 
Additionally, the Service holds that a 
suspension will not constitute a discon- 
tinuance if, at the end of any contract 
year, the unfunded cost of all previously 
credited benefits does not exceed the or- 
iginal cost of past service benefits. Rev. 
Rul. 60-167. 


Lump-sum dismissal payments are not 
back pay. Employees who had been im- 
properly discharged were given lump- 
sum settlements, which represented pay- 
ment for waiving their rights to be rein- 
stated in their jobs and for the loss of 
salary during the period in which they 
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had been wrongfully discharged. The 
Service holds that these lump-sum pay- 
ments do not qualify as back pay for 
purposes of the spread-back allowed by 
Section 1303 because the amounts were 
not compensation for services rendered 
in prior years but were compensation 
for a period of unemployment. Since 
the amounts were not compensation for 
services rendered, they do not constitute 
earned income for purposes of the re- 
Rev. Rul. 60- 


tirement income credit. 


1838 


No spread-back on wage payment de- 
layed by employer’s inability to pay. 
Taxpayer attempted to spread back a 
$25,000 salary payment over a three-year 
period. The court charged the jury that 
taxpayer must establish that he was an 
employee of the paying company during 
that period, that a legal obligation to 
pay the taxpayer existed, and that the 
delay was due to a condition similar to 
It further 
charged that mere financial inability to 
would On the 
facts the jury found that taxpayer is not 


bankruptcy or receivership. 


pay not be sufficient. 


This court af- 
Mere financial difficulty, common 


entitled to spreadback. 
hirms. 


§ to small corporations, is not a condition 


similar to bankruptcy for the purpose of 
Section 1303. Brooks, CA-5, 6/22/60. 

Year’s royalties withheld as pledge; prior 
year’s qualify for spreadback. {Acquies- 
Che author of The High and the 
lighty, reporting on the cash basis, en- 
tered into a contract with his publisher 
whereby the publisher made him an ad- 
vance of $40,000 on a new novel, Soldier 
f Fortune. 
hold 


10vel 


nce 


The publisher was to with- 
any royalties accruing on the old 
after 1/31/54 until the 
earnings the 


author’s 


ctual on new one ma- 

During 1954 the royalties on 
he new novel amounted to only $1,600. 
Since on the new novel did 
$40,000 in 1954, the Tax 


Court held the novelist was not in con- 


terialized. 


royalties 
not reach 
structive receipt that year of the royal- 
ties accrued on the old one subsequent 
1/31/54. Accordingly his gross income 
rom the old novel received during 1953 
was found to exceed 80% of the total 
from this novel during 


eross income 
953, all 


eeding 


and the 


months of 1954, 


prior years, 12 suc- 
and taxpayer 


as therefore entitled to the spreadback 


elief benefits of 1939 Code Section 
7(b)} in determining his 1953 tax 
iability. Gann, 31 TC 211, acq., IRB 


h they | 960-19. 
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NEW DEVELOPMENTS IN 


ax aspects of insurance 





September 1960 


BY MORRIS R. FRIEDMAN, LL.M., AND 


A. BAKST, LL.B 





New tax opportunities and pitfalls in assign- 


ments of life and group insurance benefits 


by HARRY YOHLIN 


The as-yet unlitigated tax problems that arise in assigning group life insurance 


are here considered, as well as more familiar problems: the apparently settled worries 


about reversionary interest in assignments to a spouse, the possibility that the 


assignment will be in contemplation of death, and assignment of policies that, 


when issued, were tied to an annuity. Finally, Mr. Yohlin considers assignments to 


trusts rather than to individual beneficiaries. 


Eee POSSIBILITY of assignment of 
life benefits 
given rise to some novel questions in- 


group insurance has 
deed. Group life insurance plans have 
always received preferred tax treatment 
because of their social desirability. Thus, 
not only are the premiums paid by the 
employer deductible,! but they do not 
constitute income to the employee, de- 
spite the fact that he has the right to 
designate the beneficiary.2 —The most 
common group plan involves renewable 
annual term insurance on the lives of a 
group of employees (it need not include 
all employees and can be discriminatory) 
that 
ployee when he leaves his job. For estate 


terminates for a particular em- 


tax purposes, the proceeds were includ- 
ible in the estate of the insured-employee 
under the 1939 Code, both because the 
employee’s right to designate the bene- 
ficiary constituted an incident of owner- 
ship and because the payment of pre- 
miums by the employer was considered 
as if indirectly paid by the insured. 
Now with the removal of the premium 
payment test, is it possible for the em- 
ployee to rid himself of all incidents of 
ownership in the plan? 

At first glance such a possibility would 
appear unlikely for the following rea- 
sons: (1) The plan prohibits assignment, 
(2) employee has right to change bene- 
ficiaries, (3) employee can terminate by 
quitting, and (4) the one-year nature of 
the plan. 





1, Usually the master group plan pro- 
hibits assignment so as to protect the 
proceeds against claims of creditors. Per- 
haps, however, this prohibition can be 
waived for assignments to a particular 
class, such as the employee’s wife and 
issue. 

2. The employee has the right to 
designate and change beneficiaries, cer- 
tainly an incident of ownership. Can 
this obstacle be overcome by an irrevo- 
cable designation of a beneficiary? 

3. The employee can terminate the in- 
surance at any time by quitting his em- 
ployment. This has been held to consti- 
tute an incident of ownership.* In the 
ordinary life insurance policy assign- 
ment, the insured can attempt to lapse a 
policy by ceasing to pay premiums, but 
there is nothing to prevent the assignee 
from thereafter paying premiums to con- 
tinue the policy in force. In the group 
plan, the cessation of employment of it- 
self terminates the insurance. Most state 
laws, however, require that the employee 
be given the privilege, on termination 
of employment, to convert his group 
benefits into individual insurance. Can 
he assign this privilege as well so as to 
enable the assignee to continue the in- 
surance in force even if he leaves his 
job? Even if such an assignment is effec- 
tive, wouldn’t the employee still have 
an incident of ownership since he alone 
by leaving his job could, in effect, exer- 
cise the conversion privilege? 


4. As indicated, the usual group plan 
involves one-year renewable term. Does 
this mean that a new assignment must 
be made each year? If so, wouldn’t the 
last assignment in the year of death be 
deemed to be in contemplation of death? 

These and other unanswered questions 
render such assignments hazardous, 
The cautious and conservative will await 
the outcome of such an attempted as- 
signment by a more daring soul. 


Reversionary interests 

The 1954 Code, by eliminating the 
premium payment test and retaining 
only the incidents of ownership cri- 
terion, made it possible to exclude in- 
surance proceeds from the estate of the 
insured through the absolute assignment 
of policies to those who would ordin- 
arily be the beneficiaries of the dece- 
dent’s bounty. The one technical fly in 
the ointment was the introduction of 
the 5% reversionary interest rule, either 
express or by operation of law as an 
incident of ownership. The whole con- 
cept of reversionary interests had so 
plagued the courts and taxpayers and 
had brought about such strained and 
strange results that one apt 
look for hidden specters in the new 
Statutory pattern. Widespread specula- 
tion, filling untold pages of texts and 
law reviews, immediately arose as to 
whether the change in the 1954 Code 


was 


was nothing but one huge joke, and that 


attempted assignments of policies would 
inevitably be thwarted by the reversion- 
ary interest by operation of law concept. 
Thus, it was argued, and not without 
respectable authority, that if the insured 
assigned a policy to his wife, his right to 
take inheritance should she pre- 
decease him intestate, or to take against 
her will, if testate, resulted in a rever- 
sionary interest by operation of law 
that nullified the assignment for tax pur- 
poses, even though, in fact, the insured 
predeceased the assignee. 

Stranger things have happened in tax 
law and what may now appear in retro- 
spect to have been wild and unwarranted 
speculation undoubtedly served its pur- 
pose. The Treasury Department, in pro- 
mulgating in Regulations on these new 
changes, met these questions head-on 
with unusual clarity and preciseness. As 
a result, the fears expressed have now 
been completely eliminated. Thus the 
Regulations provide that neither the 
possibility of inheritance nor the statu- 
tory right to elect to take against the 
will constitute reversionary interests. To 
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Harry Yohlin is a member of the Phila- 
delphia law firm of Polisher, Steinberg, 
Yohlin and Polisher. 
adapted from a longer discussion of re- 
ent developments in the taxation of in- 
surance and annuities that appeared in 
The C.L.U. Journal, Spring 1960]. 


This article is 





cap it all, the Regulations state that if 
the assignee could have surrendered the 
policy for its cash value prior to the 
insured’s death, that alone will eliminate 
any vestige of reversionary interest.4 As 
a practical matter, there need be no 
longer any concern over the reversionary 
interest problem in the normal absolute 
issignment of a policy. 


Contemplation of death 


Of course, the problem of contempla- 
tion of death still looms large with re- 
spect to assignments within three years 
of death or the payment of premiums 
by the insured that period. 
Nothing further has transpired on this 


within 


score, and what has sometimes been re- 
garded as the inherently testamentary 
character of the life insurance policy 
still would appear to make the assign- 
ment especially vulnerable in this re- 
spect. 

that if the as- 
signee pays the premiums during the 


It is clear, however, 


three-year contemplation-of-death pe- 
riod, the proportionate amount of the 
proceeds attributable to such premiums 
will be the insured’s 
estate even through the policy is held 


excluded from 
to have been transferred in contempla- 
tion of death.5 For example, suppose 
un insured has paid three annual pre- 
miums on a $100,000 policy before as- 
signment, and thereafter the assignee 
pays three additional premiums before 
the insured’s death. If the transfer is 
held to have been in contemplation of 
leath, one-half of the total proceeds, or 
$50,000, nevertheless will escape taxa- 
tion, since the assignee paid one-half of 
the total number of premiums. Thus it 
is good practice, whenever possible, to 
have the assignee pay the premiums dur- 
ing the possible contemplation-of-death 
period of three years. 


Policy issued with annuity 

Another area of widespread specula- 
tion in the wake of the 1954 changes 
was the effective assignability of the 
life policy 
issued in combination with an annuity. 


single-premium insurance 


The life insurance—annuity combina- 
tion was at one time a favorite estate- 


planning tool. Of late, it has been some- 
what in eclipse, not only because of ad- 
verse tax treatment but also because the 
average investment return of less than 
3% has been particularly unattractive in 
a period of increasing inflation and 
higher investment yields. 

At one the United States Su- 
preme Court stated that the life insur- 
ance policy and annuity issued in com- 
bination constituted an indivisible single 
piece of property. In effect, such a com- 
bination all risk, 
since the insurance company was pro- 


time 


removed insurance 
tected against loss on the life insurance 
contract due to the premature death of 
the insured by the premiums paid for 
the annuity, which terminated on death. 
As a result, the Court held that such 
policy did not constitute true insurance, 
since all elements of risk were gone and, 
therefore, did not qualify for the specific 
exemption accorded life insurance at 
that time but has 
eliminated.® 


which since been 

On the authority of this decision, the 
circuit courts, with one exception? held, 
and logically so, that the assignment of 
the life insurance portion of such a 
combination for 


estate tax purposes, since, in effect, it 


would be _ ineffective 
constituted a transfer of property with 
income retained, taxable under Section 
8ll(c) or the 1939 Code (now Section 
2036 of the 1954 Code).8 In other words, 
by retaining the annuity, the insured 
continued, in effect, to enjoy a life in- 
come from the property while escaping 
estate taxation through assignment of 
the death proceeds. 

Much to everyone’s surprise, the 
Supreme Court, in a recent decision, 
came to the opposite conclusion and 
held that it is possible to assign the 
life insurance policy of an insurance 
annuity combination and thus remove 
the proceeds from taxation in the in- 
sured’s estate.? This will undoubtedly 
rekindle interest in this type of insur- 
ance coverage despite its relatively un- 
attractive investment yield. 

A substantial estate owner who would 
like to assure himself of a life income 
but desires to transfer the property it- 
self to avoid estate taxes cannot do so 
because of Section 2036, which taxes such 
transfers. He may now accomplish the 
same result, however, by purchasing a 
life insurance—annuity combination and 
assign the life insurance policy to his 
beneficiaries. 

The fact that the estate owner is in ad- 
vanced years or uninsurable is no ob- 
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stacle, since the insurance companies re- 
quire no medical examination for such 
coverage, there being no risk of loss to 
them. Whether or not such an invest- 
ment is worth-while will depend on 
many other factors: e.g., the premature 
death of the insured will result in an 
economic death occurs within 
three years of the assignment, the ob- 


loss; if 


stacle of contemplation of death would 
be particularly difficult to overcome in 
such a situation; the relatively low in- 
vestment yield; the gift tax consequences 
of the assignment and the alternative 
estate-planning tools for reduction of 
estate taxes. For example, the estate 
owner could, instead, make a gift of a 
substantial part of his capital, retaining 
only such amount as he is likely to con- 
sume during his remaining years. 


Premium payment test 


That the premium payment test has 
an unusual resiliency is attested to by 
the fact that it has been discarded and 
then readopted on at least three prior 
Small that estate- 
planners have been haunted by the pos- 


occasions. wonder 
sibility of its reintroduction. If it became 
law again, would it be given retroactive 
effect so as to render everything for 
naught? If past history is any guide, 
such a severe development is unlikely. 
But even if the shift back to the pre- 
mium payment test is prospective only, 
it would still be a severe blow where, 
as is usually the case, the assignees do 
not have independent resources with 
which to pay future premiums. That 
these fears are not imaginative is empha- 
sized by the fact that already proposed 
legislation was introduced into Congress 
with Treasury Department backing to 
reinstate a modified version of the pre- 
mium payment test. It failed of enact- 
ment, and so the status quo will prob- 
ably remain for several more years. How- 
ever, this experience emphasizes anew 
the advisability, wherever possible, of 
having the assignee pay the premiums or 
of establishing at the time of assignment 
independent resources for the assignee, 


1Mim. 6477, 1950-1 CB 16. 

2 Reg. 1.61-2(d) (2). 

8 Treganowan, 183 F.2d 288 (CA-2, 150). 

* Reg. 20.2042-1(c) (3) and (5). 

5 Liebman v. Hassett, 148 F.2d 247 (CA-1, 1945). 
® LeGierse, 312 U.S. 531 (1941). 

7 Bohnen v. Harrison, 199 F.2d 492 (CA-7, 1952). 
8 Burr, 156 F.2d 871 (CA-2, 146); Conway v. 
Glenn, 193 F.2d 965 (CA-6, 1952); Fidelity-Phila. 
Trust Company (Haines), 241 F.2d 690 (CA-3, 
1957) rev’d. by Supreme Court, see Note 9. 

® Fidelity-Phila. Trust Company (Haines), 
U.S. 274 (1958). 
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so as to diminish the future risk of in- 
direct payment of premiums. 


Insurance trusts 

The actual experience that estate- 
planners have had with assignments of 
life insurance policies in the past five 
years, since the changes in the 1954 
Code, underline the necessity of giving 
careful thought to the many considera- 
and otherwise, involved 


tions, taxwise 


in such an important step. Many an 
insured who casually assigned a policy 
to his wife or children experienced a 
rude awakening when he first realized 
the full impact of such an act. He had 
lost control over the policy, with all the 
consequences which that entailed, espe- 
cially in the case of a divorce, separa- 
tion, or the improvident handling of 
the asset by the assignees. Moreover, 
policies assigned to a wife resulted in the 
taxation of the unconsumed portion of 
the proceeds in her estate on her sub- 
sequent death, so that the over-all tax 
cost was sometimes greater than if no 
assignment had been made in the first 
place. 

The alternative of transferring poli- 
irrevocable trust has become 
The 


of the more important ad- 


cies to an 


increasingly attractive. following 


are some 
vantages: 


1. The 
out fear of how the assignee may exer- 


assignment can be made with- 


cise his property rights in the policies. 
The policy and proceeds will be held in 
trust and made payable only in accord- 
ance with the insured’s desires as ex- 
pressed in the trust instrument. 

2. The wife can be given a life estate 
sufficient to protect her against all vicissi- 
tudes, and yet upon her death, the bal- 
ance remaining can be made to pass 
estate-tax free to the children. As a re- 
sult, the proceeds will be excluded both 
from the husband’s and from the wife’s 
estates. 

3. The the 


power to purchase assets from the dece- 


trustees can be given 


dent’s estate and thus make the insur- 
ance proceeds available to the estate for 
purposes of liquidity.1° 

There several distinct 


are, however, 


gift tax disadvantages insurance 


trusts. Where the trust is set up for the 
benefit of the wife, it will not qualify 


to 


for the marital deduction for gift tax 
purposes, so as to permit one-half of the 


10 See Yohlin, ‘“‘Life Insurance Planning under the 
New Revenue Code,” 33 Taxes 450 (1955). 

11 Section 2523, IRC. 

12 Reg. 25.2503-3(c). 
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value of the transfer to escape gift taxes, 
because the wife’s interest will normally 
be a “terminable interest.”11 Moreover, 
since the life insurance policies do not 
produce current income, the transfer 
will be treated as a gift of a “future in- 
terest” and will be charged against the 
insured’s lifetime exemption.!2 Thus, 
the annual exclusion of $3,000 (or $6,- 
000 if the wife joins) is not available. 
Moreover, the continued payment of 
premiums by the insured may likewise 
be construed as gifts of “future inter- 
ests.” Perhaps this latter disadvantage 
can be resolved by outright gifts of cash 
the who would then 
pay the premiums; or better still, a wife’s 
weekly allowance may 
sufficiently to enable her to pay pre- 
mium when due. In any event, the pos- 


to beneficiaries, 


be increased 


sible gift tax disadvantages should be 
weighed against the increased security 
and over-all estate-tax advantages of the 
trust set-up. ¥ 


AN 


Insurance company taxation 
analyzed in new study 


A RECENTLY RELEASED publication di- 
rected to tax men in the insurance field 
is Tax Planning for Life Insurance 
Companies—1959, John B. Reid, Jr., 
editor. (Candidate Press, Dallas, Texas 
—$25.) The professed aim of this 98- 
page report is “to assist financial officers 
of life insurance companies and their 
professional consultants in tax planning 
for 1959 [with a view to reducing] the 
impact of Federal income taxes to the 
current legal minimum.” : 


New fraud and negligence decisions 





Two sets of books evidence of fraud. 
The maintenance of two sets of books 
by an automobile dealer, the deliberate 
destruction of the accurate set, and the 
preparation of the income tax returns 
from the false set, which understated in- 
come, are considered adequate evidence 
of a fraudulent intent to evade taxes. 
Haddad, TCM 1960-112. 


Failure to pay withholding taxes not 
willful. In April, 1952, taxpayers formed 
a corporation to conduct a used car 
business. They had little experience and 
hired a manager, a bookkeeper, and an 
independent accountant. The business 
was unsuccessful, and in mid-July, 1952, 
all three left the corporation, which was 
dissolved in early 1953. No payroll tax 
returns were filed for the second and 
third quarter of 1952, although the cor- 
poration had withheld a total of $700. 
The court acquits taxpayers on a charge 
of willfully attempting to evade and de- 
feat Federal taxes. Conviction requires 
an intent to evade plus some act done 
in furtherance of the intent. The mere 
fact that taxpayers did not have suff- 
cient money to pay the tax is not, in it- 
self, an attempt to evade. Taxpayers 
preserved their corporate records, which 
were used by the Government to assess 
liability. There was no evidence of will- 
fulness. Jannuzzio, DC Del., 6/10/60. 


Reconstruction of income by net worth 
approved. Use of the net worth method 
to reconstruct taxpayer’s net income is 
permitted, even though his books and 


records appeared on their face to be 
adequate, where there was a substantial 
increase in net worth in excess of re- 
ported income without reasonable ex- 
planation of such discrepancy. Fraud 
penalties are sustained upon evidence of 
conceded increases in net worth in ex- 
cess of reported income, failure to re- 
port specific items of income, overstate- 
ments of expenses and deductions, and 
the absence of any records of one of 
taxpayer’s operations. Rider Estate, 
TCM 1960-124. 


Fraud penalty for undisclosed transfers 
shortly prior to death. Within the year 
preceding decedent’s death, she gave her 
son $20,000 to purchase a home and 
transferred four bank first 
from her name to joint accounts with 


accounts, 


her son and then into his name only. 
The son, as executor, omitted the $20,- 
000 gift and the balances in the bank 
accounts from the Federal estate tax re- 
turn. Evidence disclosed that decedent 
had developed a malignancy, for which 
she underwent X-ray treatment from a 
time prior to the transfers and continu- 
ing until her death. The Tax Court 
held that the gifts were includible as 
having been made in contemplation of 
death and that the estate was liable for 
the 50% addition to tax for fraud. The 
court found that the executor-son had 
knowingly filed a false and fraudulent 
Federal estate tax return. Hamar, TCM 
1960-107. 


Use of net worth method upheld. The 
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Commissioner determined the net in- 
come of taxpayer, who was in the whole- 
sale produce business, by the net worth 
method. On appeal taxpayer’s counsel 
offered what the court characterizes as a 
most novel theory—that net worth must 
be ascertained in accord with economic 
realities. Thus it was claimed that tax- 
payer's income should have been re- 
duced by a stock investment that be- 
came worthless and by a debt that be- 
came bad. Noting that the term net 
worth is actually a misnomer, the court 
points out that the method is really a 
reconstruction of current income from 
the evidence supplied by acquisitions of 
new property and other expenditures, 
other sources having been excluded. 
Changes in value of assets are irrelevant. 
although the Tax Court’s 
method was proper, the case is remand- 
ed for a redetermination of some items. 
Schultz, CA-5, 5/30/60. 


However, 


Unexplained disbursements of wholly 
owned corporation taxed to stockholder. 
Taxpayer was the sole owner of two 
Canadian corporations organized to buy 
mining stock and sell it to his stock 
promotion organization in England. The 
court finds the English organization re- 
mitted stock sale proceeds to nominees 
of taxpayer and to the Canadian corpo- 
rations, which disbursed them to tax- 
payer. Since taxpayer kept no records 
ind completely controlled and domi- 
nated the disbursemenii of all funds from 


his interests, all disbursements of the 


Canadian excess of 


uctual expenses are held to have been 


corporations in 


ve her |}made to taxpayer or to others for his 
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first 
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ble for 
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, LCM 


d. The 


yenefit and are included in his gross in- 
The imposition of the fraud 
penalty for concealment of the income 
is afhrmed. Factor, CA-9, 6/20/60. 


ome. 


Net worth reconstruction of income up- 
held. Taxpayers recorded their business 
ncome on two sets of books; the second 
set came to light when taxpayers sold 
their Using the worth 
method, the Government computed tax- 


business. net 
payer’s unreported income for the three- 
year period at $48,000. Rejecting tax- 
payers’ explanation of a cash hoard, the 
ourt upholds the Government's compu- 
tation. Because of the inadequacy of tax- 
payers’ records and the omission of in- 
come, it was necessary and proper to use 
the net worth method. The court im- 
poses fraud penalties; assessment was 
imely, since taxpayers filed fraudulent 
returns. The 1939 Code penalty for sub- 





stantial underestimation of tax is also 
imposed. In any event, taxpayers’ con- 
tention that both penalties were im- 
proper is denied, since it was not raised 
in their claim for refund or complaint. 
Wilson, DC Minn., 5/31/60. 


Net worth reconstruction upheld. ‘Tax- 
payer, a dentist, claimed a cash hoard at 
the beginning of the net worth period. 
However, his proof was insufficient to 
rebut the presumption in favor of the 
Commissioner’s computation. The fact 
that the gross income reported for his 
dental practice bore no relation to the 
income figures he entered in his appoint- 
ment book was evidence of fraud, and 
the fraud penalties were upheld by the 
Tax Court. On appeal, taxpayer ques- 
tions the amounts found as deficiencies 
for particular years, contending that 
some net worth increases taxed in the 
years certain assets were acquired ac- 
tually represented prior years’ income. 
The court upholds the Government, 
since there was no specific evidence at- 
tributing the income to any particular 
year and there is ample support in the 
record for the aggregate 10-year de- 
ficiency computed by the Government. 
The not 
prove its case beyond a_ reasonable 
doubt. Conway, CA-1, 5/30/60. 


Government is obliged to 


Concealment of funds to avoid detec- 
tion by underworld a “lame” excuse. 
A reason given for having received un- 
reported money in the names of others 
was that taxpayer had been “kidnapped 





Ordinary income on sale of cattle from 
inferior herd. A breeder of Black Angus 
cattle adopted the plan of building a 
superior herd and selling off his inferior 
herd. He continued to breed some of the 
cows in the inferior herd for the pur- 
pose of preventing them from becoming 
nonbreeders and, incidentally, with a 
view toward selling their calves as culls. 
A few years later taxpayer sold all his 
cattle and retired from the business. The 
court holds sale of the cattle in the in- 
ferior herd and their offspring resulted 
in ordinary income since such herd was 
held primarily for sale in the ordinary 
course of business. Sale of cattle from 
the superior herd that are held for 12 
months is entitled to capital gain, as 
such cattle qualify as capital assets. De 
Haven, TCM 1960-114. 


New decisions: farming, cattle and timber 


Fraud and negligence + 183 


by the underworld” and did not want it 
known that he The Tax 
Court found this at best a “lame” excuse 


had money. 
in view of his large-scale gambling, up- 
held the Commissioner’s reconstruction 
of income, and imposed fraud penalties. 
This court affirms but remands the case 
for further consideration of deductions 
to which taxpayer may be entitled. Fac- 
tor, TCM, CA D.C., 6/16/60. 


Negligence penalty asserted. With re- 
spect to his 1954 return, taxpayer is 
found to have omitted more than 25% 
of the gross income reported therein, 
and as a result, the five-year period of 
limitations is applied. Itemized deduc- 
tions and dependency exemptions are 
disallowed for lack of proof, but the 
negligence penalty is sustained because 
of failure to explain large omissions 
from income. Berens, TCM 1960-135. 


Fraud found in unreported lease 
bonuses. Fraud penalties are sustained 
because taxpayer received and failed to 
report illegal bonuses exacted from pros- 
pective tenants for leasing them apart- 
ments. Schwartz Estate, TCM 1960-133. 


Unreported income fraudulent. Fraud 
penalties are upheld on the Commis- 
sioner’s clear and convincing proof that 
a corporation failed to report income 
and that its officer-stockholder failed to 
include in his income corporate divi- 
dend distributions. There no ap- 
pearance by or on behalf of any of the 
taxpayers. Miller Estate, TCM 1960-132. 


was 


Nurseryman has capital gain on sales 
of scion trees. [Acquiescence| Taxpayer, 
in the tree nursery business, made pot- 
ted plants through a procedure whereby 
the limbs of scion trees were removed 
and grafted to other roots; the resulting 
potted plants were sold to other nurser- 
ies. In time, the scion tree became un- 
productive, whereupon taxpayer either 
destroyed or sold them. The Tax Court 
ruled that these trees constitute prop- 
erty held for use in taxpayer's trade or 
business and, under 1954 Code Section 
1231, their sale gives rise to capital gain. 
The court was influenced by these facts: 
Only non-productive scion trees were 
sold, they were not advertised for sale, 
and they represented a small part of 
taxpayer's business. Tesche, 33 TC 122, 
acq., IRB 1960-26. 
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Lobbying bill runs into political snags; 


despite pressure, issue is in doubt 


HE WCTU HAS PROVEN STRONGER than 
£ ig) Chamber of Commerce and is 
stalling a vote on the Boggs bill (H.R: 
7123). Supported by industry, trade as- 
sociations, labor unions, and the Com- 
merce Department, the bill would per- 
mit the deduction of expenses lawfully 
incurred in supporting, opposing, or 
otherwise influencing legislation in a 
legislative body or in any submission of 
proposed legislation to the voters. The 
WCTU to think that this 
would aid liquor interests pressing to 


shudders 


eliminate dry localities and to liberalize 
the laws in wet ones, and Congressmen 
report a barrage of mail from home 
echoing this view. 

The Boggs bill has been pending since 
the beginning of the year, when the 
new regulations, Section 1-162.15(c), be- 
came effective. These regulations ex- 
tended the prohibition against the de- 
ductibility of lobbying expenses to dues 
and other payments to organizations, a 
substantial part of the activities of which 
is related to the promotion or defeat of 
legislation. (See 12 JIAX 341, and 11 
JTAX 330.) Businessmen and trade as- 
sociations have consistently pushed for 
adoption of the Boggs bill as the most 
liberal of several similar proposals. The 
WCTU has marshaled its forces in op- 
position, and labor unions have cooled 
somewhat in their support. The Com- 
merce Department has publicly endorsed 
the bill, but the Treasury Department 
goes only so far as to urge “early con- 
sideration” of the problem, warning of 
difficulties in enforcing too liberal lobby- 
ing provisions. 


Tax Court case 


Now pending before the Tax Court is 
a case (Johnson, TC Docket 85506) 
raising the question of the deductibility 
of legal fees and related expenses in- 
curred in 1955 in connection with the 
proposed legislation that would have au- 


thorized variable annuities in Maryland. 
Taxpayer Johnson said that he was the 
originator of the concept; he paid the 
contested fees to attorneys who drafted 
the legislation and appeared in hearings 
on it. He is attempting to create an 
exception to the approval given by the 
Supreme Court in Textile Mills (314 
U.S. 326) and Cammarano (358 U.S. 498) 
to the regulations prohibiting lobbying 
expense. Taxpayers everywhere will 
watch with interest the progress of this 
case, but legislative change seems to 
be the more likely source of relief. 


Initiative and referendum 


The Boggs bill would allow expenses 
incurred in connection with the submis- 
sion of proposed legislation to voters as 
well as expenses incurred in supporting 
legislation in Congress or a state legisla- 
ture or any local agency. The American 
Bar Association is on record as support- 
ing deduction of expenses in connection 
with appearances before legislative bod- 
ies. At its meeting this month, the Sec- 
tion of Taxation will be asked to ap- 
prove a recommendation of its Commit- 
tee on General Income Tax Problems 
that its position be broadened to include 
expenses incurred in connection with 
proposals being submitted to voters. 

In 1957, when the Taxation Section 
considered the lobbying proposal, its 
recommendation did not include initi- 
ative and referendum provisions be- 
cause they appeared unnecessary under 
the Smith case (3 TC 696, 1944), which 
allowed deduction of publicity and edu- 
cational expenditures aimed at passage 
of a voter-initiated state constitutional 
amendment. However, sionce 1957 acqui- 
escence to the Smith case has been with- 
drawn and a non-acquiescence substitu- 
ted (Rev. Rul. 58-255, 1958-1 CB 91; 
1958-1 CB 7) and the case effectively 
overruled by the Supreme Court in 
Commarano (358 U.S. 498, 1959). 


Although the Committee on General 
Income Tax Problems recommends 
broadening of the ABA position to al- 
low initiative and referendum expenses, 
it summarizes the arguments against, as 
well as for, such action. The committee 
lists the principal reasons for recom- 
mending allowance of expenses in con- 
nection with submissions to voters as 
follows: 

“I. As a general rule, a taxpayer is al- 
lowed to deduct reasonable and neces- 
sary business expenses in determining 
taxable net income. Expenses incurred 
in connection with advocating or oppos- 
ing measures submitted to the electorate 
in an initiative or referendum which 
affect the business of a taxpayer are such 
expenses. 

“2. Modern democracy depends for its 
success upon a well-informed public fa- 
miliar with all aspects of a problem. 

“3. Organizations qualifying under 
Section 501(c), other than charitable 
organizations under (c)(3), may advocate 
or Oppose measures submitted to the 
voters without affecting their tax exempt 
status. 

“4. The present law as it relates to 
the ‘grass roots’ type of expenditures 
for advocating or opposing initiative 
and referendum measures is difficult for 
the Internal Revenue Service to admin- 
ister with the result that such expendi- 
tures often go unchallenged as advertis- 
ing expenses or legal fees. 

“5. It is inconsistent to disallow ex- 
penditures involving initiative, referen- 
dum and constitutional amendment 
measures without regard to the charac- 
ter of such expenses incurred in con- 
nection with appearances before admin- 
istrative and judicial bodies. 

“On the other hand, some of the 
major reasons for having the Section 
take no position on this question are as 
follows: 

“Il. As a policy matter, the Section is 
generally opposed to the recommenda- 
tion of legislation principally substan- 
tive in nature. The recommended legis- 
lation in question falls into this category 
in that it would add deductions now 
disallowed by both the regulations and 
decisions. 

“2. The Section should avoid advoca- 
ting substantive legislation which serves 
the interests of the legal profession. The 
recommended legislation would do so 
in that the expenses involved would 
usually include legal fees. 

“3. Allowance of deductions of busi- 
ness expenditures in connection with 
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and referendum measures 
would encourage a one-sided presenta- 
tion of the issues. 


initiative 


Depletion allowed on minerals from 
tailings. [Acquiescence] Taxpayer had 
in the course of operating a mine ac- 
cumulated tailings that contained some 
salvageable material. Many years later 
it processed the tailings and earned in- 
come from the sale of the mineral ob- 
tained. The Tax Court allowed deple- 
tion on the ground that the recovery 
was a completion of the process of ex- 
traction begun with the mining process. 
This decision was affirmed by the Ninth 
Circuit (125 F.2d 399). Previous non- 
acquiescence is withdrawn. Kennedy 
Mining & Milling Co., 43 BTA 617, 
acq., IRB 1960-19. 


ilternative tax on gross receipts of 
mutual insurance companies (other than 
life) is constitutional. In 1942 Congress 
adopted a new method of taxing mu- 
tual insurance companies, other than 
life. The tax was to be computed at 
either (1) regular rates on net invest- 
ment income or (2) 1% gross re- 
ceipts from interest, dividend, rents and 
premiums, to policy- 
holders, whichever was larger. The Tax 


on 


less dividends 
Court upheld the validity of the tax, 
pointing out that the Constitution gave 
Congress broad taxing powers, limited 
only by the provision that direct taxes 
must be apportioned, and the Sixteenth 
Amendment merely removed the re- 
quirement that income taxes be appor- 
the 


direct tax 


Tax Court said, 
the 
\mendment is therefore irrelevant. It is 


tioned. This tax, 


is not a and Sixteenth 
within the taxing powers given in the 


Constitution itself. Two Tax Court 


judges dissented on constitutional 
grounds. They approached the question 
first by considering whether the tax is 
on income within the meaning of the 
Sixteenth Amendment. They found it is 
not on income because it makes no pro- 
vision for deduction of expenses and 
losses. The Sixteenth Amendment being 
found irrelevant, they turned to the 
Constitution found that 


this tax must be considered a direct tax 


original and 
on property and invalid because not ap- 
portioned, This court affirms. A tax on 
gross income is neither a tax on proper- 
ty nor a Capitation tax and it need not 
be apportioned. This tax does not vio- 


New decisions affecting special industries 


“4. Expenses for political agitation 


should not be subsidized by the Govern- 
ment.” * 


late due process since deductions are a 
matter of legislative grace. Penn Mutual 
Indemnity Co., CA-3, 4/7/60. 


IRS to continue to tax insolvent banks 
when earnings exceed the outstanding 
claims. In The Bank of Leipsic Com- 
pany (272 F.2d 341, CA-6 1959), it was 
held that the income of an insolvent 
bank was exempt from Federal income 
tax even though the bank’s accumulated 
income exceeded the outstanding claims 
of depositors. The basis for that deci- 
sion was that the accumulated income of 
the bank was not available for pay- 
ment to depositors pursuant to an order 
of the State Superintendent of Banking 
who felt that any payments to deposi- 
tors might jeopardize the bank. 

The result in this case is contrary to 
the prior position of the Service. The 
IRS now announces. it will not follow 
the decision because immunity from 
Federal income taxes was based on the 
judgment of banking authorities as to 
whether the accumulated earnings of a 
bank may safely be distributed to de- 
positors. Such a result is contrary to the 
Service’s long standing view that the 
exemption from taxation of an insolvent 
bank must end when the bank’s balance 
sheets show accumulated earnings in 
excess of outstanding depositors’ claims. 
Rev. Rul. 60-139. 


Net operating loss not deductible in 
computing percentage depletion. In 
computing percentage depletion, a net 
operating loss is not to be deducted 
from “gross income from the property” 
in determining “the taxpayer's taxable 
income from the property (computed 
without allowance for depletion).” Rev. 
Rul. 60-164. 


Coal royalties payable from production 
are ordinary income. [Acquiescence] In 
1951, taxpayers granted a corporation 
an option to buy for $2 million certain 
mining claims they owned. Taxpayers 
received $15,000 upon granting of the 
option and $135,000 upon exercise; the 
balance of $1,850,000 was payable as 
royalties out of net profits from produc- 
tion. In 1952, taxpayers received $37,000 
as royalties, which they reported as long- 
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term capital gain from the sale of the 
mining claims. Noting that the $1,850,- 
000 was payable from mining income 
only, the Tax Court concluded that tax- 
payers retained an economic interest in 
the mining properties. Accordingly, the 
royalties are ordinary income subject to 
depletion (Godshall, 13 TC 681). The 
court distinguished its recent decision 
in Ima Mines Corp. (32 TC 134) that 
royalties were capital gain. There the 
entire purchase price was payable ir- 
respective of mining income, and the 
payment of royalties merely hastened the 
satisfaction of the obligation. Kasey, 
33 TC 656, acq., IRB 1960-25. 


15% quartzite depletion rate allowed. 
On the facts, the court finds that tax- 
payer mined quartzite and can deduct 
15%, depletion on the net selling price 
of all grades without adjustment. Inclu- 
sion of bagging costs as an ordinary 
treatment process in computing gross 
income from the sale of silica flour is 
also allowed. Standard Realization Co., 


DC IIL, 5/31/60. 


Percentage depletion allowable on re- 
working scrap dumps. The Service has 
reversed its prior position and holds that 
percentage depletion is allowable on in- 
come earned from the reworking of 
dumps of waste material from prior min- 
ing operations if the taxpayer has the 
same economic interest in the mine at 
original mining and at re-working. It is 
immaterial how much time has elapsed 
between the original mining and the re- 
working; both are mining operations for 
purposes of allowing percentage deple- 
tion. Rev. Rul. 60-176. 


Commissioner’s computation of bad debt 
reserve upheld. Taxpayer bank was or- 
ganized in 1931. It computed its bad 
debt reserve for 1953 from an average 
loss ratio for the preceding 20 years. 
Taxpayer used its own loss experience 
rate for 1937 through 1953 but employed 
the loss ratio of all the banks in its fed- 
eral reserve district for 1934 through 
1936. The district court upheld the Com- 
missioner’s disallowance of that part of 
taxpayer’s computation that was based 
on the substituted loss ratio. This court 
The additions 
were reasonable and adequate under the 


affirms. Commissioner's 
evidence, and taxpayer has not met his 
heavy burden of showing an abuse of 
discretion the law gives to the Commis- 
State Bank of Wis- 


sioner. American 


Tam, 2ele 
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Changes in California U. I. 
EXTENSIVI the 


Unemployment Insurance 


CHANGES were made in 
California 
Law affecting both employers through- 
out the state and also individuals on the 
Unemployment Insurance rolls. 
Beginning January 1, 1960, the tax- 
able wage base for unemployment in- 
surance increased from 
$3,000 to $3,600. Thus the wage base for 
both 


purposes was 
and 
California Disability purposes was the 
same, namely $3,600. 

1961 two schedules of 
employer contribution rates will be pro- 


Unemployment Insurance 


Beginning in 


vided. Both tables range from a mini- 
mum rate of 0.3% to a maximum of 
3.0% with the intermediate rates being 
different in each table. The level of the 
California Unemployment Insurance 
fund on December 31 of the preceding 
calendar will 


contribution 


year determine which 


schedule of rates will be 
assigned for the subsequent year. The 
previous maximum rate which was pro- 
vided for in the law was 2.7% and the 
minimum was 0.0%. 


The provision which limited the 
charging of benefits to employers to 18 
times the claimant’s weekly benefit 


amount has been removed effective Sep- 
1959. 

Effective with claims for Unemploy- 
Benefits filed 
after September 18, the maximum week- 


tember 18, 


ment Insurance on and 


ly Unemployment Insurance _ benefit 


will be $55. based 


on high quarterly earnings of $1,500 or 


This maximum is 


more. Formerly, the maximum weekly 


unemployment benefit amount was 


$40, based on high quarterly earnings 
of $1,120. 


\ provision for the payment of bene- 
fits beyond the 26-week duration was 
written into the law. Whenever the 


ratio of benefit claims to covered work- 
ers is 6°, or more, qualified individuals 


may receive up to an additional 13 


weeks of Unemployment Insurance 
These additional benefits will 
not be charged to employer accounts, 
but will be charged to a new fund 
called, “Extended Dura- 
Account.” This fund will 


benefits. 


which will be 


tion Benefit 


be built up by annual employer contri- 
butions ranging from 0.05% to 0.2% 
until a level in the fund of 0.7°% of 
taxable is reached. These con- 
tributions which range from 0.05% to 
0.2% will be in addition to the regular 
unemployment contribution which em- 
ployers must make, and employers will 
not receive credit in their individual ac- 
these additional 
tions. it is indicated that the taxing 
provisions in connection with the “Ex- 


wages 


counts for contribu- 


tended Duration Benefit Account” apply 
to 1959 payrolls and further that em- 
ployers will be billed during the cal- 
endar year 1960 on the basis of 0.0015% 
of 1959 taxable wages. Thereafter the 


minimum contribution will be 0.05%. 


Georgia U. I. amendments 


THe GrorciA UNEMPLOYMENT Insurance 
Law was recently amended to provide 
for weekly unemployment benefits rang- 
ing from minimum of $8 to a maximum 
of $35. This was raised from benefits 
ranging from a $7 weekly minimum to 
a maximum of $30. The duration for 
which individuals may receive unem- 
ployment benefits has been changed to 
the lesser of 26 times the weekly bene- 
fit amount or 4 of base period wages. 
Prior to the change in the law benefits 
were payable for 20 weeks except in 
the had 
additional earnings and could receive 
benefits for 22 weeks. These changes in 


certain cases where claimant 


connection with the weekly benefit rate 
and duration of benefits become effec- 
tive with benefit years beginning on 
and after July 1, 1960. 
Effective April 1, 1960, 
who voluntarily retire to receive a pen- 
sion will not be eligible to receive un- 
employment benefits unless subsequent 
to retirement they perform work in 
covered employment and earn 8 times 
their weekly benefit amount. Also, in- 
dividuals who voluntarily terminate on 
account of pregnancy will not be eligible 
to receive unemployment benefits un- 
less subsequent to their termination they 
earn 8 their weekly benefit 
amount. This provision applies only to 


individuals 


times 


claims for weeks of unemployment oc 
curring during the pregnancy period. 
Effective with contribution rates as- 
signed for the calendar year 1963 and 
thereafter, ‘deficit reserve” employers 
will be required to pay unemployment 
contributions at rates as high as 4.2% 
of taxable payrolls. Thus, Georgia em- 
ployers whose contributions are not 
sufficient to cover the cost of beneiits 
paid to their former employees will be 
required to pay contributions above 
the standard rate of 2.7%. vw 


U. I. changes in W. Va. 


Tue West Vircinia Department of Em- 
ployment Security has announced that 
all employers will be required to pay 
unemployment insuarnce contributions 
at the rate of 2.7% for 1960, even if the 
Notice of Contribution Rate shows an 
earned rate lower than 2.7%. Suspen- 
sion of reduced contribution rates was 
made necessary by the low level of the 
West Virginia unemployment fund. ¥* 


Virginia U. I. amendments 


Tue Vircinta UNEMPLOYMENT Insurance | 
Law was recently amended to provide, | 
effective July 1, 1960, for weekly bene- | 


fits ranging from a minimum of $10 to a 


maximum of $32. Currently the weekly | 


benefits range from $8 to $28. Unem- 
ployed individuals will be required to 
have base period earnings within a 
minimum range of $300 to $780.01 and 
over and a maximum range of $960 to 
$2,496,01 and over. While benefits are 
currently payable for a duration of 8 to 
18 weeks, effective July 1, 1960 they 
will be payable for a duration of 8 to 
20 weeks. 

The benefit 
wages which will be chargeable to an 
employer has been increased from $2,- 
016 to $2,560. 

Where there are currently 12 con- 
tribution rates which range from 0.1% 
to 2.7% which may be assigned to em- 
ployers a new schedule of rates is being 
put into effect which provides for 27 
different rates ranging from 0.1% to 
2.7%. Rather than being subject to 
quarterly fluctuations, contribution rates 
will now be applicable to an entire 
calendar year. However, such assigned 
rates will include an “adjustment factor” 
which will be determined based on the 
relationship of the balance in the un- 
employment insurance fund to statewide 
taxable payrolls. bs 


maximum amount of 
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How elections & organization details 


affect tax benefits of Canadian funds 


Pp MUTUAL funds present sub- 
stantial tax advantages to American 
investors, but, as is clear to any one 
who has read the prospectuses of these 
firms, an understanding of both the 
Canadian and the U. S. tax law is neces- 
sary if full advantage of the benefits is 
to be gained. Indeed, in some aspects 
the U. S. treatment of the Canadian tax 
is not absolutely clear. But, aside from 
these technical tax problems, a most im- 
portant factor in assessing such invest- 
ments is a consideration of the political 
economic forces that led to the 
of these tax-sheltered invest- 
ments and an assessment of the probable 
life of the forces. An analysis of the tax 
structure and U. S. tax problems of 
Canadian funds, and also of the chang- 
ing attractiveness of Canadian and 
European investments, was made last 
winter by C. F. Owen, assistant pro- 
fessor of the Department of Economics 
of the College of William and Mary, at 
the Tax Institute Symposium in Wash- 
ington on the impact of taxation on 
management invest- 
ments and operations abroad. Some of 
the editors of the JouRNAL OF TAXATION 
were present at the symposium and, in 
addition, have been able to refer to a 
copy of Professor Owen's talk in pre- 
paring this report on the discussion. 


and 


creation 


responsibility of 


Basic tax differences 


Necessary background for an under- 
standing of Canadian mutual funds, he 
said, is an appreciation of how they are 
treated under U. S. and Canadian tax 
laws. As for the U. S. tax, none of the 
seven important American-owned invest- 
ment companies in Canada has any 
and none does 
any business in the U. S. Hence, none 
United States tax. The Can- 
adian tax these companies pay depends 
on whether they eject to be taxed as 
non-resident-owned investment corpora- 
tions. If they do not so elect, they are 


United States income; 


pay S any 


taxed as ordinary Canadian corpora- 
tions. 

The non-resident-owned investment 
corporation pays a flat rate of 15% on 
all of its annual net taxable income, 
which includes dividends from Canadian 
corporations. (Capital gains are not in- 
cluded in this taxable income). This is 
the only tax it pays, and the shareholder 
is not subject to any Canadian tax at 
all. Upon sale of his shares the share- 
holder may, of course, be subject to 
U. S. capital gains tax. 

The tax status of the non-resident- 
owned investment company is therefore 
quite simple; most of the problems arise 
in connection with funds that do not 
elect that status and are therefore taxed 
as ordinary Canadian companies. The 
ordinary Canadian corporation is sub- 
ject to income tax rates which at present 
reach 50%. However, dividend income 
from other Canadian corporations may 
be received tax free, so that a fund of 
this kind which invests all of its assets 
in Canadian common and _ preferred 
shares actually incurs no Canadian in- 
come tax liability. 

As with the non-resident-owned 
vestment firm, appreciation in the value 
of securities is regarded as capital gains, 
and therefore is not subject to tax, so 
long as the funds are considered to be 
investing and not trading in securities. 

As a matter of policy, none of the 
Canadian funds pays dividends. All 
accumulate and re-invest their income. 
The shareholder realizes gain only when 
he sells his shares or when they are 
redeemed. Canadian tax is imposed on 
the earnings of the ordinary Canadian 
corporation at the time of redemption. 
At that time the fund is required to 
withhold as Canadian income tax ap- 
proximately 15% of that part of the 
redemption payments which represent 
accumulated earnings, not, however, in- 
cluding capital gains. 

The basic scheme of the Canadian 


in- 
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law is a fairly simple one—the NRO 
investment company pays a 15% tax on 
earnings annually; the ordinary corpo- 
ration withholds 15% on earnings when 
distributed in redemption. This would 
produce a rough equivalence in tax were 
it not for the fact that the 15% with- 
holding tax is applicable on redemption 
only; a shareholder who sells his shares 
suffers no withholding; no tax at all is 
paid to Canada. 

As of 1959, Professor Owen pointed 
out, of the seven main U. S.-owned in- 
vestment companies in Canada, three— 
the Scudder Fund of Canada Limited 
(the first fund to be established), the 
Keystone Fund of Canada Limited and 
the New York Capital Fund of Canada 
Limited—have been consistently taxed 
as non-resident-owned investment corpo- 
rations. The other four funds—the In- 
vestors Group Canadian Fund Limited 
(the largest of the funds), the Canada 
General Fund Limited, the Axe-Temple- 
ton Growth Fund of Canada Limited 
and the United Fund of Canada Limited 
—have elected to be taxed as Canadian 
corporations. The total assets of the 
former group are now $105 million, and 
the latter group $255 million, forming 
a grand total of $360 million for the 
seven funds. 

The 15% withholding tax applicable 
to companies that have not elected 
NRO investment status and are taxed 
as ordinary corporations can be avoided 
by selling rather than redeeming shares. 
This practice, which appears fairly com- 
mon, is actually encouraged by some of 
the funds. The Investors Group Can- 
adian Fund Limited, for example, makes 


the very pointed statement that “no 
Canadian withholding tax liability would 
be incurred on the sale of shares by a 
shareholder to another investor.” 

The investor selling the shares in- 
curs no Canadian tax liability whatso- 
ever. Theoretically, the tax will be paid 
the actually re- 
However, if the 
tinue to traded, there is constant 
postponement of the tax paid to 
Canada, and an actual complete loss of 
revenue if for any reason the shares are 
never redeemed. 

Even if shares are presented by the 
shareholder to the fund, they are not 
necessarily redeemed. Apparently, some 
of the funds “cross” the shares, that is, 
shares which are presented for redemp- 
tion are sold to new investors. So long 
as a fund keeps growing and sales of 
shares exceed the volume of shares which 


later when shares are 


deemed. shares con- 


be 
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investors submit for redemption, then 
the actual redemption process is delayed. 

The fact that the 15% withholding 
tax might, in effect, be evaded raises 
issues the 
Canadian point of view. It is significant 
that the Canadian Government’s action 
early in 1959 of withdrawing the right 
to establish new foreign business corpo- 


several important from 


rations was based primarily on the fact 
that certain foreign business corpora- 
tions have withdrawn accumulated earn- 
ings from Canada without paying the re- 
quired withholding tax. It was estimated 
that in recent years some $400 million 
had been so withdrawn from Canada. 


Shareholders’ liability 

When shares have been sold several 
times but then must be redeemed, the 
then holder becomes liable for tax on 
income, accumulated in respect of the 
shares before he held them. To facilitate 
payment of the Canadian withholding 
tax imposed on shareholders, the in- 
vestment funds have established tax re- 
serves. The reserve is made up of 15% 
of accumulated earnings (but not in- 
cluding capital gains). In determining 
the prices at which shares are sold or 
redeemed the reserve is deducted as a 
liability by the fund. Technically, the 
tax is being paid by the redeeming share- 
holder because the redemption price of 
his shares, upon which he will be sub- 
ject to capital gains tax in the United 
States, is made up of the net asset value 
of the stock (computed by treating the 
reserve as a liability), plus the Canadian 
withholding tax reserve of 15% of the 
accumulated taxable income. 

Professor Owen questioned the avail- 
ability of such a tax as a credit against 
8 eS 
taxable as Canadian corporations em- 


tax, though he noted that funds 


phasize in their published literature that 
the tax, which is actually being paid 
from the tax reserve deducted from ac- 
cumulated earnings, is being paid on 
behalf 
some at the symposium thought that in 
view of the fact that the withholding 
may be avoided by sale of the shares, 
it is doubtful that the U. S. tax credit 
aspect of the withholding tax is an im- 


of the shareholder. However, 


portant factor in tax planning. 


Investment policies 


As noted above, the corporation which 
NRO 


pany status is exempt from tax on its 


does not elect investment com- 


dividends from Canadian companies. As 
a practical matter, it must invest solely 
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in Canadian common stocks or preferred 
shares. Any income from Canadian 
bonds or any type of foreign securities 
would be immediately liable to taxa- 
tion at the full corporate rates up to 
50%. This, needless to say, introduces 
a considerable element of rigidity into 
investment policies and limits possible 
diversifications. In contrast, while the 
non-resident-owned investment corpo- 
ration must pay a 15% tax on dividends 
received from Canadian companies, it 
pays only that low rate of tax on all 
other income, be it interest on Can- 
adian bonds or dividends from foreign 
securities. 

Recent developments in Europe have 
directly affected the investment policies 
of the non-resident-owned investment 
corporations, Professor Owen said. In 
June of 1959 Mr. Hardwick Stires, presi- 
dent, Scudder Fund of Canada Limited, 
described the policy of the fund as fol- 
lows: 

“For some time the Fund has been 
adding to its holdings of European se- 
curities, which seem not only reasonably 
priced but also in position to benefit 
from development of the  six-nation 
European Economic Community. 
Thus, while the proportion of the Fund 
invested abroad was under 12% a year 
ago, it now amounts to over 16%... . 
The Fund is now represented in nine 
countries outside Canada, with its major 
non-Canadian holdings concentrated in 
four of the ‘Common Market’ nations.” 

Investments outside of Canada 
amount to some 33% of the portfolio of 
the New York Capital Fund of Canada, 
Limited, and at a special general meet- 
ing of the Fund held in July, 1959, 
shareholders approved an increase in 
the percentage of total assets which may 
be invested non-Canadian 
ties to 50%. Similarly, the Keystone 
Fund of Canada, Limited, has approxi- 
mately 33% of its total net assets in 
foreign holdings, the large majority of 
which are in companies based. in West- 


in securi- 


ern Europe. This represents an increase 
from 20% in 1956. 

In Professor Owen’s opinion, the in- 
vestment flexibility of the NRO invest- 
ment company is an important ad- 
vantage. On the other hand, the out- 
standing attribute of the ordinary Can- 
adian company, its ability to defer pay- 
ment of tax indefinitely by encouraging 
sale rather than redemption of shares, 
is a great current financial advantage. 

The nub of the advantage, which both 
types have, or of the inequity (depend- 








ing on the point of view) is the treat- 
ment of the proceeds of sale or redemp- 
tion as capital gain by the United States 
tax law. If the Canadian Government is 
alarmed by the revenue it loses by the 
deferral of tax by companies that do not 
elect NRO investment company status, 
it can require that all take that status, 
Investment flexibility of itself may make 
that status desirable; about one-third of 
the funds in dollar value do so elect. 
Professor Owen discussed at some 
length whether there is any ground for 
holding under present U. S. law that 
proceeds of redemption can be treated 
as dividend income. As a practical mat- 
ter, it may be suspected that any such 


attempt by the IRS would have the 
effect of making sale rather than re- 
demption not merely the usual pro- 
cedure, as it is now, but rather the in- 
variable procedure. 
Ruling upholds capital gain 

A ruling issued recently supports 
capital gain treatment in the only 


instance in which, as a practical mat- 
ter, redemption rather than sale would 
be unavoidable—the redemption by a 
company of all of the stock owned by 
the redeeming stockholder. Rev. Rul. 
60-192 was issued in response to the re- 
quest for advice of a U. S. citizen hold- 
ing stock in a Canadian mutual invest- 
ment company redeemed at net asset 
value. The company, it was noted, re- 
deemed all its stock. The Canadian Gov- 
ernment taxed a portion of the distri- 
bution in redemption as a dividend. 
The Ruling took the position that this 
was a termination of the shareholder's 
interest under Section 302 of the Code, 
being a complete redemption of all of 
the stock owned by the shareholder. 

It would seem clear, therefore, that 
whenever any stockholder redeems all of 
his shares, he has capital gain. Section 
302 would not, of course, cover a stock- 
holder who presented only a small part 
of his shares for redemption, though the 
disproportionate redemption rules 
would cover substantial reductions. 
However, it seems clear that the IRS 
gives little weight to a point which Pro- 
fessor Owen stressed—the treatment by 
the Canadian Government of part of 
the distribution as a dividend. 

In addition, as was pointed out by 
some at the symposium, Canadian mu- 
tuals are merely an extreme form of the 
growth corporation. The accumulation 
of earnings and their reinvestment per- 
mits the shareholder to realize his profits 
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not by dividends but by sale at capital 
Regulated investment com- 
can’t accumulate income 
tax free—they obtain exemption from 
corporate tax only on condition they 
their earnings. Canada for 
its own reasons has not seen fit to im- 
conditions and, naturally, 
\mericans have been quick to take 


gains rates. 


yanies. here 


tribute 


pose such 
advantage. 
Owen noted that Professor 
Surrey has suggested that stockholders 

these funds be taxed like stockholders 


Professor 
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in foreign personal holding companies. 
They now escape that status because 
foreign PHC rules apply only if 50% 
of the stock is owned by not more than 
five U. S. citizens or residents. While 
the foreign PHC method of tax, requir- 
ing the shareholder to include in U. S. 
taxable income his portion of the com- 
pany’s undistributed earnings, would be 
equitable, it would be extremely cum- 
bersome and difficult to administer and 
Professor Owen would use it only as a 
last resort. E. M.: 





decisions this month 


imerican Samoa an agency of the U. S. 
An American for the 


American Samoa is con- 


citizen working 
Government of 
sidered an employee of an agency of the 
U. S., the Code denies the 
exemption to 


and since 


fore 


ign-earning salaries 
the U. 


taxable. 


aid by S. Government, he is 


fully [The government of 
Samoa is under the Department of the 

terior.—Ed.] Bell, 
CA-4, 4/28/60. 


This court affirms. 


No ordinary income on redemption of 
Canadian mutual fund shares. An Amer- 

n citizen owned shares of stock in a 
mutual fund that 
When the individual’s 
tock was completely redeemed by the 
portion of the redemption 
distribution was taxed as a dividend by 


Canadian reinvested 


its income. 
( mmpany, a 


Canadian government. 
holds that 
me tax purposes all the redemption 
listribution capital 


Nevertheless, 


Service for Federal in- 


was taxable as a 


gain, since it resulted in a complete 
termination of the individual’s interest 


in the corporation. Rev. Rul. 60-192. 


Interest and dividends paid by Puerto 
Rico Telephone Co. are not income 
from sources within the U.S. Because 
less than 20% of the gross income of the 
Puerto Rico Telephone Co. for the pe- 
riod January 1, 1957-December 31, 1959, 
was derived from sources within the 
United States, dividends and interest 
paid by that company in 1960 are not to 
be treated as income from sources with- 
in the United State 
District 
enue, 


s. Determination Let- 
Director of Rev- 
Manhattan. 


ter, Internal 


Lower 


Administrative appeals procedure for 
disputed determinations by Internation- 
al Operations Division. The Service ex- 
plains the procedure to be followed in 
requesting and filing pro- 
tests with the Appellate Division by tax- 


conferences 
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payers whose returns are audited by the 
International Operations Division of the 
Service. These procedures apply in all 
but certain excise tax matters prior to 
the issuance of a 90-day letter and the 
filing of a petition with the Tax Court. 
TIR—227. 


Stockholder not taxable on foreign PHC 
income that could not be distributed. 
In September 1951, taxpayer, a well 
known Washington tax lawyer, became 
the holder and owner of 95% of the 
outstanding shares of a Canadian corpo- 
ration whose assets consisted solely of 
marketable securities, as part of his fee 
arrangements with a family whose tax 
litigation he was handling. The stock 
had previously been owned by a non- 
resident who had assigned the 
stock to the U. S. Treasury as security 
for substantial unpaid tax liabilities. 
Taxpayer acquired the stock subject to 
any liens the may have had. 
The Canadian corporation is a foreign 
personal holding company. The Tax 
Court held that taxpayer is required to 


alien, 


Treasury 


include in his personal return 95% of 
the corporation’s undistributed net in- 
come, despite the fact that the govern- 
ment would not permit a distribution. 
While admitting that the Tax Court has 


followed the literal language of the 
Statute, this court reverses. The intent 


PHC 
tax the controlling U. 


of the foreign provisions was to 
S. group on the 
undistributed income because they pre- 
sumably could force But 
does not apply where, as 
dividend distribution 
Alvord, CA-4, 


a distribution. 
this rationale 
here, a 
possible. 


was 
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A NOTE TO READERS FROM THE EDITORS 

Your editors are very much pleased with the number of letters received from you 
in response to the problems we have presented and in furnishing us with new 
problems of interest to other readers. We wish to thank all of you who have 
written us. We also wish to apologize to those of you whose letters have not yet 
been published. We are sure you understand the difficulty of fitting in all material 
submitted and the necessity of holding some replies for grouping with those re- 
ceived later. 

You know that this column can be most valuable only if you continue to 
write us of your views and comments, so we wish to urge you all once again to 
take the little time required to put in writing your off-the-cuff reactions, thoughts, 
and comments. Your comments on the column since the first of the year indicate 
clearly that the column can provide a good vehicle for stimulating discussion of 
those unique problems which are encountered in day-to-day practice—the ones that 
cannot be solved by research but to which the reaction of other experienced tax 
men can be interesting and enlightening. 

We are also pleased to have been able to pass on for comment information 
as to positions taken by the Internal Revenue Service on ruling requests or in 
administrative examinations and we wish to continue this practice. So again we 


urge you to send us more of these items. 


We will, of course, publish your name or firm affiliation in any manner you 
direct or keep your letter anonymous if you wish. 
terest after his death. On any transfer 


of property she must release her dower, 
or it would apply even to property 


Nature of dower determines 
“like-kind exchange” 


HERE Is one answer to whether a like- which was in the hands of a third per- 
son when the husband died. What the 
husband is obtaining here is apparently 
his interest in one piece of property a release of the dower interest before 
they held as joint tenants in exchange his death. In Digan (35 BTA 256) it was 
held that a separate consideration paid 
to the wife for releasing her dower at 
the time of sale could not be treated as 
hers for computing gain or loss. From 
this case, it follows that dower is not 


kind exchange, not taxable, resulted 
when a husband transferred to his wife 


for his wife’s releasing her dower in- 
terest in another piece of property. E. 
W. Heimler of Oklahoma City writes: 
“I suppose the answer must depend 
somewhat on the exact nature of dower 


under the state law which applies. My 
understanding of dower is that the in- 
terest does not exist before the hus- 
band’s death, but the wife has a life in- 


enough of a separate property interest 
to be likened to a joint interest in land. 
The like-kind exchange provisions 
should not apply.” 


Another reader disagreed, however, 
F. S. of Los Angeles writes: “The regu. 
lations under Section 1031 say that a 
leasehold interest with 30 years or more 
to run could be exchanged for a fee, 
and the exchange would be non-taxable. 
The exchange here is of two separate 
interests in real estate and therefore it) 
is a like-kind exchange, even though 
the interests are not identical. The only 
requirement seems to be that both in. 
terests are material enough to represent 
ap ownership interest in the property. 
A leasehold, for example, could not be 
a five-year lease under Section 1031, but 
if it is 30 years or more, it would be 
considered a material interest in the 
whole property. I think that the same 
situation applies in the case of an ex- 
change of dower for a joint interest. If 
a dower interest is substantial, then it 
should be considered an interest which 
may be exchanged on a like-kind basis.” 


Deductibility of officer’s 
proxy expenses not clear 


HERE WE HAVE the interesting problem 
of two qualified practitioners taking 
opposite sides on the question we pre- 
sented several months ago: the deducti- 
bility of expenses incurred by a corpo- 
rate officer where the corporation was 
engaged in a proxy fight. The officer 
encouraged his friends to buy stock in 
the company, which he could then vote 
on the management side. He guaranteed 
to make up any losses they might have 
after they sold the stock. Although he 
won the proxy fight, there were losses, 
and he paid a substantial amount on 
the guarantees. 

One reader thought it was quite clear 
that the expenses could be deducted. 
“What could be more ordinary and ne- 
cessary,” he demanded, “than to incur 
the expenses were ordinary applying the 
standard that the Supreme Court used 
in Helvering v. Welch (290 U.S. 111) 
indicating that ordinary means ordinary 
in the business community even though 
it may not be a frequent occurrence to 
a particular taxpayer. In this case the 
officer had a position already and the 
expenses were certainly necessary to 
that position.” 

Another reader, Paul Ansoff, was not 
so sure. He writes: “I have a vague 
feeling that these expenses should not 
be deductible, but I’m not sure J know 
why. I suppose there is a feeling lurk- 
ing somewhere in the background that 
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these payments offend public policy. A 
corporate officer is supposed to be se- 
lected by a corporation’s directors be- 
cause of his ability to serve the corpo- 
ration. These expenses seem to be like 
buying the election. I also wonder if 
some SEC rule 
against proxy solicitation in this way. If 
there is, I believe the expenses violate 


there might not be 


a clearly defined public policy and 
would not be deductible according to 
recent Supreme Court decisions.” Ac- 
tually there is apparently no SEC rule 
against the kind of contract that the tax- 
payer made in this case; the only re- 
quirement there appears to be is that 
such contract be reported in the proxy 
material on file with the SEC. 


IRS issues ruling on 
trust’s capital gains 


IN OUR JUNE COLUMN we discussed the 
manner in which the Internal Revenue 
Service would compute the gift tax upon 
creation of a 10-year reversionary trust 
under which realized capital gains as 
well as current income are distributable 
to the beneficiary. We indicated that in 
such case, if the grantor acts as the 
trustee, the initial value of the gift is 
only the present value of the ordinary 
income for the period of the trust based 
on the usual actuarial tables. There- 
after, realized capital gains would con- 
stitute additional gifts in trust for gift 
tax purposes in the year in which the 
gains are realized. 

The private letter ruling we referred 
to in this connection dealt only with 
the gift tax consequences of the transac- 
tion and did not consider the question 
of whether each such allocation of real- 
ized capital gain constituting an addi- 
tional gift in trust for gift tax purposes 
would also constitute an additional 
transfer in trust for income tax pur- 
poses under Section 673(a). We under- 
stand that the Service has recently is- 
sued a ruling on this very point and 
held that, where the _ grantor-trustee 
realizes capital gains that are allocable 
to income and currently distributable 
to the beneficiary, the allocation will 
not constitute a transfer in trust within 
the purview of Section 673(a). 


Short sale which avoids 

wash sale rule 

[HIS LETTER came from Wilson Anter of 
Florida: “In June you 
raised a question as to whether the wash 


Jacksonville, 


sale rules could be avoided by the use 
of a short sale. [The situation involved 
the short sale of shares followed im- 
mediately by the purchase of an equal 
number of shares of the same stock. The 
short position was closed with the sale 
of the shares originally owned before 
the date of the short sale.] I think the 
principle of Rev. Rul. 59-418 (1959- 52 
IRB 38) should be extended to cover 
that situation. In the ruling, the tax- 
payer sold shares of stock at a loss under 
an agreement postponing delivery until 
31 days had passed. At the same time he 
went out and bought an equal number 
of shares. The Service ruled that the sale 
was completed at the time of the sale 
contract, thus making the sale and pur- 
chase simultaneous and subject to the 
wash sale rules. 

“I realize the ruling situation is some- 
what different because a short sale is 
not normally a closed transaction until 
the date of delivery of the stock to close 
the transaction, but it seems to me the 
result in the two situations should be 
the same.” 

In addition to Mr. Anter’s letter, 
a number of readers have written us 
about the Doyle case (TCM 1960-1929). 
The gist of several of their remarks is 
best expressed by Jack Brown of Boston, 
who says that in his opinion the Doyle 
case is clearly distinguishable from the 
short-sale transaction we discussed in 
June. He writes: “You presented facts 
involving a short sale which successfully 
avoids the wash sale rules. In Doyle the 
Tax Court very recently held, in cir- 
cumstances which at first blush appear 
similar, that the wash sale rule would 
apply, but on close reading I think 
Doyle is disinguishable from the case 
you stated. First of all the parties stipu- 
lated that the sale of the petitioner had 
been consummated by delivery of stock 
certificates borrowed by petitioner from 
her broker, and thus virtually stipulated 
herself out of court. But the important 
holding of the court was that the trans- 
action was closed on the date of the 
short sale because on that date the peti- 
tioner delivered her own identical shares 
to her broker as collateral for the new 
purchase of the same shares with in- 
structions to use the delivered shares to 
cover the short sale on a date more than 
30 days later. The court held that since 
the broker made a credit on his books 
which the petitioner could draw against, 
she had in fact closed the transaction 
and specifically that there had been an 
‘other disposition’ of the old stock within 
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30 days of the purchase of the new 
stock, within the meaning of the wash 
sale rules. The handling of the trans- 
action in a more normal fashion, such 
as you outlined, would still seem to be 
proper, since there would have been 
no disposition of the old shares and the 
sale would not have been closed.” 

We have received a number of other 
letters on this subject expressing views 
similar to those of Mr. Brown. One 
letter, however, points out that the 
Service in the Doyle case, in addition 
to the grounds on which the case was 
decided, advanced the proposition that 
even if the wash sale rules did not 
apply, the loss involved in the case 
should be disallowed on the ground that 
simultaneously selling short and buying 
long is a sham transaction, not to be 
recognized for tax purposes. We suspect 
that we have not heard the last of this 
problem. Ww 
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ATTORNEY 
Member N. Y. Bar, age 27, LL.M. (tax) 
candidate, law firm, C.P.A., corporate tax 
department experience, Graduate School 
law instructor. Desires position with law 
firm or corporation. Box 515. 


WANTED TAX ACCOUNTANT, for 
public utility corporation with non-utility 
subsidiary activities; must be experienced 
in securities accounting and tax planning, 
capable of preparing consolidated Federal 
and state returns and representing com- 
panies during agents examinations. 

Only applicants furnishing resumes stat- 
ing education, present earnings and detailed 
description of all present and prior respon- 
sibilities relevant to the position described 
will be considered for permanent position 
offering outstanding opportunity with ap- 
propriate remuneration and benefits. All let- 
ters will be treated in utmost confidence. Box 
513. 


ATTORNEY—TAX EDITOR 
Long-established top-notch publication cov- 
ering Federal income, estate and gift taxes. 
Full-time, permanent. Submit convincing 
evidence of competence and experience. 
State salary requirements. Box 514. 
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a basic text, Ronald Press, N. Y., 
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The Ronald Press Co. (New York, 
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taxpayer’s arguments in each case 
opposite the finding. 

Mitchell, W, Records Retention, Ells- 
worth Publishing Co. (New York, 
1959) 48pp, $5.00, a Practical Guide. 

Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 
keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 
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Montgomery's Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1800pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander's Federal Taz 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 126ipp. $20.00 
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The Ronald Press Co. (New York, 
1958), 13lpp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 
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turns, Callaghan & Co. (Chicago, 
1959) $20 
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vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
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taxpayer’s arguments and court’s find- 
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Claim-of-right, Bressner counsel ex- 
plains why IRS is wrong, 12JTAX 
221, Apr60, lp 

Deductible, is interest deductible when 
tax-saving is sole motive? 12JTAX 
336, June60. 

Deductible, is payola? IRS urged to 
take stand, 12JTAX311, May60, ip 

Depletion, Supreme Court, in Cannel- 
ton, plus new law, brings radical 
change in, 13JTAX67, Aug.60 

Depreciation, Supreme Court rules on 
meaning of useful life and salvage 
value for, Myron Semmel, 13JTAX66, 
Aug.60 


Dividend withholding bill, Senate com- 


mittee prepares. 12JTAX341, June60. 

Dividends, IRS denies credit for, paid 
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Leon Hariton, 13JTAX69, Aug.60 

Double deduction, IRS denies at lien 
date change is distortion. 12JTAX 
340, June60. 

Income, when is a payment in notes 
income to taxpayer on cash basis? 
12JTAX338, June60. 

IRS special enrollment exam. 12JTAX 


342. June60. 
Lobbying law, businessmen and unions 
press for change. 12JTAX341, June60. 


Inventories, AICPA presses for relief 
on liquidation of LIFO, 12JTAX220, 
Apr60, lp 
sses, new Regs. on demolition form- 
alize critical intent test, Daniel S. 
Knight, 12JTAX218, Apré0, 3pp 

Mortgages, how affect basis; rules are 
in accord with economic reality, Ray- 
mond Rubin, 13JTAX38, July60 


New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, 11 
JTAX364, Dec59, 4pp 


Purchased goodwill, leaseholds, licenses, 
covenants not to compete, Robert 
McDonald, 12.JTAX258, May60, 6pp 

Real estate tax problems, law review 
surveys. 12JTAX341, June60. 

Reserves, how should dealers 
handle under new law, 
berg, 183JTAX75, Aug.60 

COMPENSATION 


Contingencies in deferred compensation 
agreements may still be wise pre- 
eaution, Richard H. Appert, 13JTAX 
122, July60 

Contingencies may still be good idea in 
deferred compensation contracts, by 
Ernest O. Wood, 12JTAX210, Apré60, 
2pp 

Depreciation legislation may come as 
package deal, 12JTAX264, May60, 1p 

Medical care for the aged; tax legisla- 
tion stymied by, 13JTAX15. July60 

Non-restricted options, IRS errs in 
denying they can be compensation at 
grant, Robert J. McDonald, 12JTAX 
331, June60, 6pp 

Non-statutory stock options, opportuni- 
ties open up for tax planning under 
new Regs., Alan R. Bromberg. 12 
JTAX297, May60, 4pp 

Pension plan proposals, Treasury stirs 
controversy on, 12JTAX334, June60. 

Pension, profit sharing plans, how to 
integrate for foreign service, Isidore 
Goodman, 12JTAX206, Apr60, 6pp 
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Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 
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Creeping acquisition of corporation con- 
trol may imperil non-taxability, Thos. 
J. Henry, 13JTAX5, July60 

Loans of property, taxable effect of, by 
stockholders to corporations, 13JTAX 
107, Aug.60 

Loss carryover deduction, Tax Court 
denies to corporation acquired by new 
owner, 13JTAX106, Aug.60 

Reorganizations, to qualify for Sub- 
chapter S must they have business 
purpose, Eugene C. Roemele, 13JTAX 
102, Aug. 60 

Tax planning for the new growth com- 
pany and for its owners. a survey of 
the problems to be considered at each 
stage of growth: capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene R, 11 
JTAX130, Sep59, bpp 

Tax techniques of acquisitions of close- 
ly held investment companies, Richard 
L. Greene, 13JTAX2, July60 
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Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid stockholder tax 
justifies penalty seen as wrong, 
Palmer J L, 12JTAXT74, Feb60, 3pp 
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Collapsible corps., four articles, 12 
JTAX 194, Apr60: 
—capital gains, 38 techniques for 
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& Hobbet, 3pp 
—real estate corp., effort to make 


free from collapsible treatment, R. 
J. Kalupa, 2pp 
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Donnelly, Jr., 3pp 
—innocent victim of Sec. 314, what 
to do about, Lester Ponder, 2pp 
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ing, 12JTAX166 
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Redemptions, double attribution of in 
recent ruling; buy-out plans im- 
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Redemptions, IRS slackens attack on 
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azards in assumption of liabilities in 
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poration, Kahn G J, 11JTAX275, Nov 
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60, 3pp 

Spin-off Regs. overturned by court, vic- 
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Apr60, 2pp 
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Moving expenses: IRS taxing more, 12 
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divorce, etc. 

Divorce, alimony, support, many tax- 
payers still trapped by intricate rules, 
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ment of, Stanley Hagendorf, 12JTAX 
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allowable under new regulations, dis- 
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Travel & entertainment expenses; fight- 
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Gift Taxes, Prentice-Hall, (Englewood 
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Michaelson A M, Income Tazation of 
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Trachtman J, Estate Planning, Prac- 
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Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
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